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Successful Tax Practice 


By Hugh Bickford. Prentice-HAtt, INc., 
New York, N. Y., 1950. Pages: xx+ 428; 
$5.65. 

Successful Tax Practice is a semi-autobio- 
graphic account by tax attorney Hugh C. 
Bickiord of his experiences to the end that 
fellow tax practitioners might profit by 
them. It does not purport to be a learned 
sg or an oversimplified version of the 

law. Nor is it a book of legal forms or of 
eho anecdotes. Instead, it offers practical 
advice that should prove helpful to the sea- 
soned tax practitioner as well as the beginner. 
Its clear and readable narrative, punctuated 
with appropriate illustrations, aids the author 
in achieving his objective. 

The usefulness of this book is best por- 
trayed by the titles of its chapters. In order 
of presentation they follow: 


Introduction to Tax Practice 

The Facts of the Case 

Proving Representative Factual Cases 

How to Prove Fair Market Value 

How to Prove Value by Comparative 

Sales 

6. How to Prove Value by Other Methods 

7. The Working Tools of Tax Practice 

8. How to Find the Law of the Case 

9, How to Write Opinions and Briefs 

10. Controlling the Tax Burden 

11. The Preparation of Returns 

12. The Bureau of Internal Revenue 

13. The Audit Processes 

14. How to Protest an Agent’s Report 

15. Appeal to the Technical Staff 

16. How to Obtain a Refund of Taxes 

17. Introduction to Court Procedure in 
Federal Tax Cases 

18. Jurisdiction of the Tax Court of the 
United States 

19. Pleadings before the Tax Court 

20. Hearing before the Tax Court 

21. Tax Practice in the District Courts 

22. Tax Practice before the Court of 

Claims 


mbWwWrhyore 


This book should be required reading for all 
beginners in tax practice. It might well be 
used as a text in an introductory course to 
provide the necesary tax matrix, or in a con- 
cluding course to supply a “clinical” resume. 
Mature tax attorneys will find within the 
covers of Successful Tax Practice some of 
the strategies a fellow practitioner employed 
to win his cases. 

J. H. LanpMAN 
New York, N. Y. 


260 


Office Methods, Systems, and Procedures 


THE RONALD 


By Irving A. Herrmann. 
1950. 


Press Company, New York, N. Y., 

Pages: vii + 539; $7.00. 

In the words of the author, “this book is 
adapted to the requirements of anyone inter- 
ested in efficient operation of the office—the 
office manager, the methods supervisor, the 
systems and procedures analyst, the con- 
troller, the accountant, the specialist in forms 
and equipment, and the business man.” In this 
respect, he is correct. This volume will prove 
most valuable to the experienced office mana- 
ger and other executives. The approach of 
the volume is that of industrial engineering 
applied to office work. The objective of in- 
dustrial engineering is to reduce costs and 
to increase efficiency. In this case it is applied 
to office management and operations. 

It might be stated that, in the opinion of 
the reviewer, every office executive interested 
in modern up-to-date methods of improving 
his work should have his firm purchase this 
volume. Furthermore, after carefully reading 
this volume, the executive should certainly 
have developed many ideas for improving the 
quality of the work under his supervision, as 
well as the reduction of the cost of office 
work. 

More specifically, this volume is divided into 
nineteen chapters. The first eight chapters 
discuss in a practical way, with many form 
illustrations, the subjects of Office Methods 
Program; Office Survey Techniques, Process 
Analysis Charts, Summarization Techniques, 
System and Procedure Design. The last ten 
chapters relate to Forms—their control, de- 
sign, preparation. This undue emphasis on 
forms is no doubt due to the author’s realiza- 
tion that so much of office work involves the 
preparation and use of forms. 

The book is copiously illustrated, but as is 
so often the case, using blank forms without 
inserting illustrative data makes many of the 
forms interesting but not very valuable to the 
reader desiring to learn the “how” of doing 
the work. The author might be able to ex- 
plain this by stating that since business firms 
vary so much from each other, il! ustrative data 
would not be helpful. However, the reviewer 
does not agree with this opinion. If a form 
is important enough to use as an illustration, 
it should be shown in its completed form and, 
if necessary, with a detailed explanation of its 
use and the method of collecting the data. 
Perhaps the author feels that an experienced 
office executive should be able to understand 

(Continued on page 263) 
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BUSINESS AND PERSONNEL OPPORTUNITIES 


Help Wanted: 
Situations Wanted: 
Business Opportunities: 


20¢ a word, minimum $5.00. 
10¢ a word, minimum $2.00. 
15¢ a word, minimum $3.00. 


Box number, if used, counts as three words. 


Closing Date—15th of month preceding date of publication. 





BUSINESS OPPORTUNITIES 


BUSINESS OPPORTUNITIES 





Mail and Telephone Service: Desk provided 
for interviewing. $5.00 per month. Directory 
Listing. Modern Business Service, 505 Fifth 
Avenue, New York (42nd Street). 
Devaluation—New Low Prices 
Opportunity for Office Equipment 
Salesmen 
World famous Calculating and Adding Ma- 
chines, made in Sweden, superior in design 
and performance, now offered at drastica!lv 
reduced prices. Available from stock. If in- 
terested in promoting these machines, write 
Room 501, 210 Fifth Avenue, New York 10, 
ony 
C.P.A., 35, having moderate practice, excel- 
lent qualifications, available for per diem 
assignment, managing practice, or partnership 
with overburdened accountant. Box 250, New 
York C.P.A 
Space Wanted 
C.P.A. wants unfurnished room; accountant’s 
suite; needs eight days monthly steno services 
—tax services. Box 252, New York C.P.A. 
C.P.A., 33, Society member with modest 
practice, desires to purchase all or part of 
overburdened practioner’s accounts. Recep 
tive to merger. Box 254, New York C.P.A. 
Certified firm, substantial practice, over 20 
years experience; will purchase practice or 
individual accounts. Replies confidential. Box 
257. New York C.P.A 
Office Space 
In Newark, New Jersey. One room in large 
law suite in large office building centrally 
located, with use of reception room, large 
conference room, and telephone switchboard 
connection. Box 2 259, New York C.P.A. 
Accounts Wanted 
C.P.A., 1941, with small diversified practice ; 
will purchase individual accounts; other ar- 
rangement considered. Box 261, New York 
C.P.A 


For lease: Private room in pleasant suite 


furnished or unfurnished midtown office 43rd 
Street and Fifth Avenue. Phone: BRyant 
9-8131. 

Attorney and C.P.A., over 20 years active 
practice in both professions; former state 
legislator, who must vacate present quarters 
because building is being abandoned, seeks 
space and association leading toward possible 
partnership; has own office equipment. Box 


262, New York C.P.A. 
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Practice Wanted 
C.P.A.—N. Y. C., Long Island. Desires small 
or medium practice, individual accounts. Will 
purchase or guarantee income over period. 


Box 264, New Y ork C. P. A. 


Gi Se seeks office space with other account- 


ants. Box 265, New York C.P.A. 


New Y ork City and. Vv icinity oa stablished 
C.P.A. desires to purchase small practice or 
individual accounts. Box 266, New York 
Ci P. A. 





a 








Cir, A. desires position as accountant, ‘auditor, 
controller, executive assistant or office man- 

ager. M.B.A. 12 years heavy, diversified 
public and private experience. Young, per- i 
sonable, aggressive. Box 251, New York 
C P. A. 

COPA. Society member since . 1942 seeks part- 
time work. Available for travel if necessary. 
Excellent experience with audits, systems. 
production control, etc. Box 253, New York 
CPA. | 
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Tax Consultant 
C.P.A., Society member, 10 years experience 
with Treasury Department, desires connection 
with busy accounting firm to take charge of 
its tax work. Will also consider purchase of 
part interest in such firm, or purchase of an 
entire pr actice. 30x 255, New York C.P.A. 


CP.A. (N. Y.), Institute member, \.S. 
Columbia, six years manufacturing. three 
shipping, desires chief accountantship medium 
company. Box 256, New York C.P.A. 


Accountant—Attorney CN: ¥.) 
Formerly BIR, Tax Dept. large C.P.A. firm, 
earning $7,500 plus; now individual practi- 
tioner; seeks space, working arrangement 
with accounting firm, New York City. Box 
260, New York C.P-A. = 
C.P.A., 1934; law degree; responsible diver- 
sified experience; desires association with 
busy accountant; objective partnership or 
other arrangement. Box 263, New York 
C.P.A 
Accountant; B.B.A. 1941, passed three parts 
of the New York State C.P.A. examination. 
Six years diversified experience ; desires posi- 
tion in public or private accounting. E. Amer, 
CYpress 3-2239. 
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Book Reviews 


(Continued from page 260) 


what data should be inserted in the form. 
That may be true in some instances, but not 
for all those who need such a volume as this. 
How others have used the form or illustration 
is important. 

Some of the basic activities of office work 
are: Dictation, Transcription, Communica- 
tion and Filing. With the exception of Filing, 
little attention is given to the others. If this 
book had been tied in more consistently with 
Dic:ation, Transcription and Communication 
—the office services which take up so much 
of office costs—its value would have been 
much more tangible and valuable to the larger 
number of office managers. 

This book is highly recommended to al! 
business executives for what it will do for 
them—in helping them to reduce the cost of 
their office work, and improve the efficiency 
of the work being done. I am glad to have 
had the opportunity to review the book be- 
cause it gave me an excellent review of in 
dustrial management applied to office work 
and will prove so valuable from a dollars and 
cents viewpoint in all my future work. 


Joun J. W. NEUNER 


The School of Business and 
Civic Administration 
The City College of New York 


Practical Book-keeping and Accountancy 


By L. J. Northcott and C. S. Forsyth. 
OpHAMS Press Limitep, Long Acre, 
London, 1949. Pages: 576; 12/6. 


The approach to the learning of bookkeep- 
ing followed by the British authors of this 
text is not unlike that in most North Ameri- 
can books. Here and there the reader must 
accustom himself to such expressions as 
“bought” ledger (for accounts payable) and 
“worked example” (for illustration). 

One, may question why the topics of part- 
nerships, limited companies and consolidations 
are introduced before controiling accounts, 
and why the need for adjusting entries is 
indicated without showing the manner in 
which they are made. 

The authors prepared their text for those 
who are concerned with the keeping of busi- 
ness accounts and those who sit for some of 
the recognized British examinations. Un- 
doubtedly, they had in mind persons who 
already were familiar with the subject but 
wanted a reference book. For such persons, 
the text is adequate. However, for those 
persons unacquainted with accounting, the 
detailed explanations which students generally 
look for in such texts are not always avail- 
able. 

(Continued on page 265) 
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DEPENDABLE 
Employment Agency 
145 W. 41st St. N. Y.18 


BRyant 9-7666 


We Specialize 
in servicing Accountants and 
their clients with dependable 
male and female personnel 


¢ COMPTROLLERS ¢ BOOKKEEPERS 

¢ OFFICE MANAGERS Full Charge 

e ACCOUNTANTS Assistants 
C.P.A.’s e SECRETARIES 
Seniors, Semi-Srs. ¢ STENOGRAPHERS 
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e SALES e CLERKS 





Established 1939 
Wm. Schnuer, BBA, MBA Shirley Schnuer 
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APPRAISALS 


Made by qualified experts in all lines 


STANDARD APPRAISAL COMPANY 


BOSTON TR ATLANTA 
PHILADELPHIA 6 CHUREN STREET CHICAGO 
PITTSBURGH NEW YORK, N. Y. ST. LOUIS 
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specializing in the employment requirements 
of the public accountant and his clients 
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There’s no such animal, 





Z he cried ! 


Y FRIEND and I were 

picking the ponies one 
day when I started telling | 
iN him about a sure thing 
I heard about. 


»--.. “You say it pays four bucks | 
“for every three?” he asked. 






“Yep,’’ I replied. | 
“And can’t lose? It automatically wins? | 
Must be illegal!” i 
“Not a bit,” I replied. “In fact, the govern- | 
ment very much approves...” ; 
“Our government approves of a horse who 
can’t lose.....”” 
“Who said anything about a horse?’ I asked, 
“So what else could it be but a horse...2” | 
“It not only could be—but is—U.S. Savings 
Bonds,”’ was my prompt reply. ‘‘The surest 
thing running on any track today. 
“For every three dollars you invest in U.S. 
Savings Bonds you get four dollars back 
after only ten years. And if you’re a mem- 
ber of the Payroll Savings Plan—which 
means you buy bonds automatically from 
your paycheck—that can amount to an 


-~ < \ awful lot of money when you’re not looking. 


= Hey, what are you doing?” 


Agi eee eo ‘Tearing upmy racing form! The horse I’m bet- 


ting on from now on is U. S. Savings Bonds.” 


Automatic saving is sure saving—U.S. Savings Bonds 


x} Contributed by this magazine in co-operation with the Magazine 
a" Publishers of America as a public service. 


When writing to advertisers kindly mention Toe New York Certirtep Pustic ACCOUNTANT. 
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Book Reviews 
(Continued from page 263) 


Undoubtedly, British austerity extends to 
the publication field. The print in the text is 
very fine and difficult to read and is hardly 
like that found in standard texts published 
in this country. 

SranLey B. TUNICK 
New York, N. Y. 


Uniform Accounting Manual for the 
Electrical Manufacturing Industry 
(Seventh Edition, 1949) 


Published by the National Electrical Manu- 
facturers Association, New York, N. Y., 
1950; $12.50 (with special discounts). 


Thirty-four years ago, the electrical manu- 
facturing industry recognized the desirability 
of formulating and adopting a uniform ac- 
counting system. This volume, the 7th edition 
of the Uniform Accounting Manual, was 
designed: 

“To help and encourage companies in the 
industry by their voluntary action to estab- 
lish more accurately the real costs of doing 
business, both as to individual products and 
total operations, as well as to estimate costs 
of new business; to determine sound inven- 
tory values and financial results from 
operations ; and to present such information 
in a clear and informative manner for the 
better control and guidance of the various 
divisions of the business.” 


This new edition has been completely re- 
vised to reflect changes and developments in 
the field of accounting as applied to the prob- 
lems and requirements of the electrical manu- 
facturing industry. The manual not only 
contains chapters covering the classification 
and definition of accounts and accounting red 
investment in plant and equipment, but also 
includes a comprehensive section on cost 
accounting. This section, an outstanding fea- 
ture of the book, contains an excellent dis- 
cussion of standard manufacturing costs and 
analysis of cost variances which, although 
addressed primarily to the electrical manufac- 
turing industry, can be read advantageously 
by manufacturers in other fields, as well as 
by practicing accountants and students of cost 
accounting. The discussion is not confined 
solely to manufacturing costs but also con- 
tains an adequate treatment of product engi- 
neering, distribution and administrative costs. 

The manual also includes a section on 
financial and operating statements and ratios 
and contains a generous number of tables and 
exhibits spaced throughout the manual which 
are of great assistance to the reader. A 
comprehensive index completes the volume. 

The subject matter has been arranged in 
such a manner as to be useful to companies 
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of all types, ranging from the small to the 
very large organization, and from those car- 
rying a single product line to those carrying 
multi-product lines. The excellent mechani- 
cal makeup and typography of the manual 
greatly facilitates its usage. 

This current revision of an already excel- 
lent manual will serve as an invaluable guide 
to members of the electrical manufacturing 
industry and to all others concerned with the 
development of uniform cost accounting 
systems. 


New York, N. Y. 


BERNARD BARNETT 


Lawyers’ Tax Manual 
(Procedure—Transactions—Forms) 


By Alfred S. Pellard. CrarK BoARDMAN 
Company, Ltp., New York, N. Y., 1949. 
Pages: xxiii + 582; $12.00. 


There seems to be no limit to the number 
and variety of books on federal tax matters 
which the business man and his tax advisors 
can absorb. This one, Lawyers Tax Manual, 
is directed by the author to the general law 
practitioner who is not a specialist in tax law. 
The author comments in his preface that 
while it is not expected that a general prac- 
titioner should be a tax expert, he neverthe- 
less should have a reasonable familiarity with 
the tax angles of transactions to be con- 
summated or documents to be drawn. Since 
the same comment as to need for general tax 
knowledge could equally well be made for the 
public accounting profession, which also has 
developed a “branch” specializing in taxes, 
the manual may well be of interest to the 
readers of this magazine. 

The book is divided into two broad divi- 
sions—a discussion of tax procedures and 
forms, and a larger coverage of specific tax 
topics, including wills, trusts, estates, gifts, 
and specific business problems—real estate 
transactions, etc. 

Your reviewer considers the chapters on 
tax procedure and forms of much greater 
potential interest and usefulness to the ac- 
countant who, if not primarily interested in 
tax matters, must necessarily have a general 
familiarity with the problems as they affect 
his professional activities. The division by 
paragraphs of a general explanation of the 
subject, leading through specific facets to the 
contents of the forms involved makes for 
very easy reading. The detailed drafts of 
standard forms—powers of attorney, protests, 
etc.—well merit review by accounting prac- 
titioners. 

It is hard for the new accounting practi- 
tioner to find a well written and concise ex- 

(Continued on page 320) 
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“A pen won’t AUTOMATICALLY fill in ciphers and dates, The i fae 
and punctuate amounts—but this National Accounting ; 20-page booklet 


Machine will! from our local 
representative, 


“A pen won’t think for you—it won’t AUTOMATICALLY M Gpabraie dpithe 
add debits, subtract credits, and figure and print the new Company at. 
balance—but this machine will! a Dayton 9, Ohio. 
“A pen won’t permit writing two or more figures at one t 
time, nor AUTOMATICALLY distribute amounts into 
different totals—but this machine will! 
“Over its life, the yearly cost of this National Account- 
ing Machine is only about 10% of its operator’s pay. But / 
it actually saves nearly 50% of her time.” ACCOUNTING MACHINES 
Savings vary in different offices, but are always substantial. | CASH REGISTERS * ADDING MACHINES 


THE NATIONAL CASH REGISTER COMPANY 
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Passing the C. P. A. Examination 


By Georce FE. Bennett, C.P.A. 


CERTIFIED PUBLIC ACCOUNTANT is 

licensed as an expert accountant 
and auditor. By state recognition, he 
is presumed to be able to perform pro- 
fessional duties at a level considerably 
beyond that of a junior assistant. It is 
the duty of the examiners, to the pro- 
fession and to the public, to see that 
minimum qualifications on the part of 
each examinee have been met. 





GeorGE FE. BENNETT, C.P.A., 
New York and Pennsylvania, has 
been a member of our Society since 
1922, and of the American Institute 
of Accountants since 1930. He is a 
partner in the firm of Evans and 
Bennett, C.P.A’s., Syracuse and 
Pittsburgh. 

Mr. Bennett is a graduate of the 
University of Wisconsin, with the 
degree of A.B. He also holds the 
degree of LL.M., but he is not an 
attorney. He is a Fellow of the In- 
ternational Institute of Accountants 
(Australia). He is Professor of Ad- 
vanced Accounting Practice at Syra- 
cuse University, and Chairman of 
the New York State Board of 
C.P.A. Examiners. 

This paper was presented at a 
meeting held in Manhattan Center, 
New York City, March 30, 1950, 
sponsored by the Board of Exam- 
iners and the Society to assist candi- 
dates who expect to sit in the coming 
C.P.A, examination. 
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Each board of examiners is devoted 
to doing everything possible to assist a 
qualified candidate to secure a passing 
grade in the C.P.A. examinations, 
keeping in mind, however, that the pro- 
fession of accountancy must be gov- 
erned strictly if it is to be accepted by 
the public as a member of the group 
of older professions with which all of 
us are familiar. 

The board is for the service use of 
prospective and actual candidates, and 
it will treat all fairly and impartially. 
It is the board’s task to administer a 
public examination in accordance with 
statute law and the regulations adopted. 
These emphasize a uniform treatment 
of all candidates in the public interest, 
whereby every one is assisted as much 
as possible to pass the examination. 
When one has secured a_ sufficient 
knowledge of accepted accounting prin- 
ciples and practice, has made a passing 
grade in each of the examination sub- 
jects, he, too, will understand that, gen- 
erally speaking, only those who have 
failed can believe the examination to be 
the most difficult ever devised. 


The Examination 

The knowledge of a subject that one 
may have is not synonymous with the 
mastery of that subject. C.P.A. exami- 
nations attempt to measure the mastery 
each examinee has of the topics in- 
cluded in such examinations. Exam- 
iners gauge the degree of proficiency oi 
examinees by the manner in which ac- 
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quired knowledge is applied to the 
problems and questions set. Regard- 
less of criticisms, the usual examination 
accomplishes its purposes more success- 
fully than numerous examinees would 
have us believe. 


An idea seems prevalent that one 
purpose of the C.P.A. examination is 
to expose how much or, alternatively, 
how little, a candidate knows of the 
theory and practice of accounting. 
Again, that another purpose is to have 
the candidate locate pitfalls which are 
hidden somewhere in the detail of a 
problem or in the wording of a ques- 
tion. To be influenced adversely by 
such ideas is certain to cause an ex- 
aminee to lose confidence in himself. 
Far better is it for one to recognize 
that the examination is set to bring out, 
on the part of each examinee, his latent 
powers of independent action. 


The object of each examination is to 
prove each examinee in two main direc- 
tions—in tests of ability and of initia- 
tive. Each examination is a means to 
these ends. Each candidate is con- 
fronted with the requirement of furnish- 
ing ample evidence that these valuable 
qualities are possessed. 

What is meant by “tests of ability 
and initiative?” The following illustra- 
tion from practice should suffice ; it also 
has value in relation to the C.P.A. 
examination. A young man on the staff 
of a public accounting firm for some 
three years handed a firm partner a 
set of working papers and related state- 
ments which he had prepared. From 
his personal knowledge of the case, the 
partner noticed that two expense ac- 
cruals had not been taken up. The staff 
man was told to “make the necessary 
adjustments.” 

The adjustments were made to the 
extent that obvious expenses were 
charged and proper accrued liabilities 
credited, after which the papers were 
returned to the partner. The adjust- 
ments to this extent were correct. 
However, the partner asked the staff 
man this question: “Did you adjust the 
president’s bonus, the Federal income 
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tax, and the franchise tax as a result 
of increasing expenses?” The answer 
to this question was “No.” I leave it 
to you to decide whether or not this 
person is or is not senior timber. Would 
he be one with a good chance of pass- 
ing the C.P.A. examination ? 

The problems and questions offered 
for solution, for the most part, reflect 
the increasing complexities of modern 
business accounting. As complexity 
increases, demanding greater skill and 
ability, textbooks presumably are re- 
vised to meet the situations that result. 
If educators (and candidates) fail to 
recognize what actually is going on in 
the business world, and do not take the 
steps necessary to meet the changes, 
the examiners are criticized unjustly if 
they are taken to task for their recog- 
nition of modern tendencies. 


A certain candidate who failed in the 
Commercial Law part of a recent ex- 
amination told an examiner that the 
law paper contained eighteen points 
not mentioned in the text he used in 
the university from which he was grad- 
uated. The failure of that text to pro- 
vide the proper and necessary informa- 
tion could not by any stretch of the 
imagination be laid at the door of the 
examination; the blame lay elsewhere. 


Reasons for Failure Summarized 


Based upon the results of past ex- 
aminations, failures have been due to 
the following causes: 

1. Lack of a knowledge of accepted 

fundamental principles. 

2. Granting a knowledge of such 
fundamental principles, then there 
is either but little knowledge of 
application or the failed candidate 
has not taken advantage of such 
knowledge. 

3. Failure to interpret properly, or 
failure to recognize some element 
in the facts given which is vital 
to preparing an acceptable answer 
or solution. 

4. Closely coupled with the last 
point is that of not meeting the 
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requirements of a question or 

problem, and nothing more than 

the requirements even when the 

extra work done would represent 

acceptable practice. 

Specific assumptions are made in 

answer to general questions. 

6. Lack of knowledge of business 
customs and operations. 

7. Deficiency in simple arithmetic 
and clarity of expression in 


on 


English. 

8. Contradiction of what was first 
stated. 

9. Lack of evaluating the time ele- 
ment. 


10. Lack of diversified and proper 
public accounting experience, 

11. Assuming the above causes are 
not responsible for failure, the in- 
ability to pass may be due to 
nervousness. 


Even though the above causes may 
not represent a complete listing, they 
are sufficient, nevertheless, fora frame- 
work upon which to tie the comments 
and suggestions which follow. 


Reasons for Failure 
Elaborated and Illustrated 


The reasons offered for failure in one 
portion of the examination are gener- 
ally similar to those which may be given 
for failure to pass in any other part of 
the examination. Hence, a strict sepa- 
ration by examination subjects is not 
considered as necessary in connection 
with what follows. A thorough knowl- 
edge of acceptable principles is an abso- 
lute necessity for passing the C.P.A. 
examination—a little knowledge is a 
dangerous thing. 

Question No. 6, in the last Theory 
of Accounts examination, for example, 
related to the retirement method of 
accounting as frequently “advocated for 
use by public utility concerns.” After 
advancing some of the arguments for 
the retirement method, the question re- 
quired the candidate “to give the argu- 
ments against the use of the retirement 
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method or retirement-reserve method 
of accounting.” Many candidates elab- 
orated upon the Federal income tax 
consequences, basing their answers 
upon the tax concept rather than upon 
the accounting concept. If there is a 
difference between the accounting and 
the tax concept in relation to a certain 
matter, the accounting controls insofar 
as the theory of the mechanism is con- 
cerned. 

Many moot points exist in account- 
ing and numerous procedures have not 
yet been crystallized into definitions. 
However, certain rules and relations 
are accepted in the business world as 
being fundamental. Essential knowl- 
edge thereof can be secured only by 
consistent study—by logical study. One 
should go back of procedures to dis- 
cover reasons. Next, these should be 
codified into a logical scheme of prin- 
ciples, that is, of an accepted classifica- 
tion. 


If we assume that a candidate has a 
knowledge of acceptable principles, ex- 
amination failure may be due either to 
the examinee having but little or no 
knowledge of application, or to the fact 
that he does not take advantage of such 
knowledge. Given a lack of skill in 
application, knowledge of principles is 
of only slight value in professional 
work. A major purpose of the exami- 
nation is to offer the candidate an op- 
portunity to demonstrate skill in the 
application of principles ; particularly is 
this true in Auditing and in Practical 
Accounting. One failed paper con- 
tained journal entries made in reverse 
order from that in which they should 
have been set up. 


Failure may be due to inability to 
present such results as are desired or 
required. There is more to the form of 
a financial statement than merely set- 
ting something down on paper hit or 
miss, which eventually will reach an 
answer. Thus, there is something more 
to an acceptable Profit and Loss State- 
ment than just a string of figures which 
reflect additions and subtractions, even 
though the correct answer or result 
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thereby may be forthcoming; to have 
such a presentation means disaster in- 
sofar as that particular situation is 
concerned. 

Applicants who are employed by 
large accounting firms in responsible 
positions, such as seniors and super- 
vising seniors, may fail because their 
contacts in field audits often necessitate 
the abridgment of accepted audit pro- 
cedures and accepted application of ac- 
counting principles in the process of 
preparing information for Balance 
Sheets and Profit and Profit and Loss 
Statements to be presented to the offi- 
cials of the corporations audited. 

Long experience in these procedures 
leads many of these applicants to be- 
lieve that they have a much broader 
and valuable indication of accounting 
principles than the employees of smaller 
concerns. They carry these ideas of 
abridgment into the examination room 
to their detriment. Thus, they do not 
present acceptable solutions or demon- 
strate acceptable knowledge in the ap- 
plication of accounting or auditing prin- 
ciples. An example of this was the 
journal entry drawn up by a supervis- 
ing senior of a large public accounting 
firm, wherein he prepared a journal 
entry for unpaid bills amounting to 
$30,000, which read: “Debit prepaid 
expenses and credit liabilities.” An- 
other practicing accountant of some 
years of experience, and a good man, 
practically speaking, was marked down 
sufficiently to rate a failure because he 
would not set up a consolidated good- 
will account when preparing a Con- 
solidated Balance Sheet. His comment 
was that he did not believe in such a 
treatment and, therefore, did not do 
otherwise in the examination. These 
two men came in to the office by ap- 
pointment to talk over their papers and 
were thus identified as staff men of 
experience. 

Proper application involves an accu- 
rate determination of facts in correct 
relations, and a presentation of the re- 
sult by a method and in a form accept- 
able not only in the commercial world, 
but as a matter of examination tech- 
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nique. Another chap, by the way, who 
came in for a conference, told me that 
an adjustment of less than $20,000 was 
too small to bother with! 

3ut granting a sufficient knowledge 
of principles and a possible skill in ap- 
plication, success still may be something 
to be desired—rather than to be real- 
ized—because of a lack of proper inter- 
pretation of the situations with which 
he may be confronted in an examina- 
tion. Ambiguous questions and prob- 
lems are a rarity; hence, only in an 
exceptional instance can “ambiguity” 
be offered by a candidate as a legitimate 
reason for failure. 

Misinterpretation may be due to a 
hurried reading of a question or prob- 
lem, this caused by the urge to get 
something down on paper as soon as 
the first sentence or paragraph of fac- 
tual matter has been read. It may be 
due to the failure to appreciate the 
significance of certain modifying words 
or qualifications. Again, it may be due 
to making false or unwarranted as- 
sumptions, thereby altering the situa- 
tion, 

In one instance, a candidate obtained 
a mathematically correct solution using 
a calendar year as a basis, whereas the 
specific requirement was to solve the 
problem using the fiscal year as a basis. 
Again, some one solved a problem on 
the premise of bonds being redeemed 
at par, whereas the problem definitely 
required redemption at a premium. 

One serious reason responsible for 
innumerable examination failures ts 
that the requirements of a question or 
problem are not met. In one case, for 
example, the only requirement of a cer- 
tain problem was io present a Consoli- 
dated Profit and Loss Statement from 
the information offered—nothing was 
mentioned concerning the preparation 
of a Consolidated Balance Sheet. 
Nevertheless, over 90% of the candi- 
dates who chose this problem went at 
the solution as if both statements were 
required. Needless to say, the credit 
allowed for this problem did not per- 
mit of such a solution. Since the re- 
quirement called only for the operating 


May 














Passing the C.P.A. Examination 


statement, the grading was based solely 
on the operating statement submitted. 

This matter of giving inadequate at- 
tention to the questions and problems 
cannot be emphasized too strongly. It 
appears that many candidates hurriedly 
glance at a question or problem, as- 
sume the intent and proceed accord- 
ingly. If more time were spent in 
analysis and in formulating the require- 
ments of an answer or solution before 
writing it, a smaller percentage of fail- 
ures would result. The old saying that 
“haste makes waste” is borne out by a 
review of the answers to many of the 
questions recently asked. 

The introduction to Question No. 5, 
in the last Theory examination (the 
data given being related to the Federal 
income tax regulations) stated: 

“No reasons need be given to support 
your answers. List the numbers and oppo- 
site each number show the letter that 
identifies the correct answer.” 

Any number of candidates listed dollar 
amounts, letters and amounts and, also, 
explanatory statements and reasons— 
all superfluous. In some cases, they 
indicated a letter and next to that letter 
a dollar amount which related to a dif- 
ferent letter. 

Question No. 1, in the last Theory 
examination, in the (b) portion, read 
as follows: 

“Explain fully what recognition, if any, 
should be given to each of the items in pre- 
paring a balance sheet.” 

This question concerned contingent lia- 
bilities related to six specific items. 
Since balance-sheet recognition was ail 
that was required in the answer, just 
how could a candidate read into the 
question that detailed journal entries 
were required? Yet this is exactly what 
many candidates did: they presented 
journal entries. 

In Question No. 1, of Theory, by 
answering parts (a) and (b) separate- 
ly, many candidates tended to become 
repetitious and to write answers which 
exceeded in length, and in detail, the 
relative worth of the question. Many 
also tended to contradict in the second 
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section of such question, the points they 
discussed in the first section. 

Candidates frequently make specific 
assumptions in answer to general ques- 
tions. Question No. 3, in Theory, 
asked for the arguments for and against 
inclusion of items which enter into the 
cost of material acquisition and han- 
dling as a part of the cost of raw mate- 
rials in stores. One candidate stipulated 
several arguments but they related only 
to tobacco and liquor inventories. 

Candidates too often do not reread 
their papers to correct grammar, spell- 
ing, or the theory of accounts. A can- 
didate in answer to part (2) of Ques- 
tion No. 1, of Theory, which as 
indicated above related to contingent 
liabilities, answered as follows (this is 
quoted exactly as the candidate wrote 
it): 

“I may be a defendant in a law suit, as 
such I may contingently liable for said 
suit. There is that contingent that I may 
or may not be liable. I wouldn’t give any 
recognition to the fact in the balance or in 
a footnote. As on judge said that the 
showing of said contingency in the balance 
will not be an asset for the firm but would 
be a liability.” 

Candidates also contradict them- 
selves, because they do not reread their 
papers objectively. Another candidate 
in answer to the same question wrote: 

“Until we are proven innocent in any 
law suit we must consider ourselves con- 
tingent liable for sum or sums unknown. 
This item has no place on a balance sheet 
and should not be considered.” 


Question No. 4, in the last Theory 
examination read: 


“State whether in financial accounting 
each of the following items is commonly 
included in current operations or deferred 
in some manner. Also explain fully how 
effectively or ineffectively the usual proce- 
dure matches costs with revenue: 

a Purchase discounts 

b Selling expense 

c: Plant rearrangement costs” 


Numerous candidates indicated, as an 
answer, a suggested treatment on a 
Profit and Loss Statement. In discuss- 
ing the item of purchase discounts, 
many elaborated upon sales discounts, 
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terms of discount, etc., which presenta- 
tion was not required or desired by the 
examiners. 

Candidates frequently make general 
statements against the position they 
have argued. For example, in answer 
to Question No. 4, Theory, (just 
mentioned above) one candidate wrote 
the entire answer, presenting complete 
arguments for the position he took and 
then he made the following statement: 

“Tn all of the above expenses or revenues 
the theory should be followed that costs 
incurred in producing a_ certain income 
should be charged against that same income 
unless impr actical or other influencing fac- 
tors arise. 

Candidates frequently do not prop- 
erly evaluate time and worth of ques- 
tions. They often write as lengthy an 
explanation for a 2% point section of 
a 15 point problem, as they will write 


for an entire 15 point problem. This 
generally happens when they are 


familiar with the topic to 
Instead of answering only 
called for, they at- 


thoroughly 
be discussed. 
the major points 


tempt to discuss all phases of which 
they have knowledge. 
Some recent answers in auditing 


contained the phrase: “Check with 
management,” or “check with officials,” 
leaving the assumption that that, in it- 
self, is a verification. In some instances 
such a step is a part of the program, 
but if there are other sources more 
original, they also should be referred 
to in the answer. 

Many answers to a recent auditing 
question contained the phrase “he 
should ascertain,” without outlining the 
method of ascertaining the information 
desired. It is of no use to say: “He 
should ascertain that the inventories 
are properly priced,” without at least 
indicating the procedures to be followed. 

Again, in answer to a question to 
present in outline form a complete audit 
program such as would ordinarily be 
followed in the verification of the fin- 
ished goods inventory of a manufac- 
turer, the only reference to the physical 
inventory was “if possible, have all 
physical units counted or verified; 
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otherwise test check.” Such a state- 
ment as this is not adequate with re- 
gard to the program for a physical test 
check, and it leaves the impression that 
the candidate does not know the steps 
to be followed. If he does, then he 
hurts himself by such a generalized 
statement. 

Question No. 2, in the November 
Auditing examination stated: 

“List and give briefly the purpose of all 
audit procedures which reasonably might 
be taken by an auditor to determine tHat all 
fixed asset retirements have been recorded 
on the books.” 


The number of candidates who gave a 
detailed program for the verification of 
fixed asset additions, making little or 
no reference to retirements, was un- 
believable. Many answers indicated 
that the audit steps necessary to verify 
fixed asset additions were known, but 
a failure to read carefully and grasp 
the import of the question was most 
evident. 

In connection with another auditing 
question in the November, 1949, ex- 
amination, some candidates apparently 
did not read carefully the explanations 
concerning the items of prepaid ex- 
penses and deferred charges. For ex- 
ample, bond discount was stated to be 
$5,000, and it was explained parentheti- 
cally that “this represents the discount 
on $200,000 of 3% 20-year First 
Mortgage B onds sold hanes 2, 1947.” 
Some candidates computed the bond 
discount to be $6,000, arrived at by tak- 
ing 3% of $200,000. Assuredly, these 
candidates, had they concentrated on 
the explanation, would not have made 
such an obvious error. 

In the same question reference was 
made to flood damage. One paper in 
stating the procedure to be followed in 
the audit of the flood damage, stated 
“flood damage—check with officials as 
to what damage was incurred. Check 
with supervisor as to the damage in- 
curred to their equipment. I would try 
to tie in the amount of $4,765 which 
was charged.” An answer of this type 
is most confusing and does not include 
audit steps. The candidate stated that 
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he would try to tie in the amount which 
was charged, but he did not indicate to 
what he would tie it in with—perhaps 
the tie in was to be with the kitchen 
stove. 

Another November, 1949, audit 
question asked for the preparation of 
an audit program for the verification 
of the reserve for product guarantees. 
In answer to this, one candidate wrote, 
“confer with management as to the 
adequacy of the amount and obtain a 
liability certificate from them.” The 
answer contained no other procedures 
to be followed in determining the ade- 
quacy of the reserve. If auditing were 
as simple as this answer would seem to 
indicate, there would be no need for 
all the work, study, and effort now 
spent in the examination of financial 
statements. As a matter of fact, audi- 
tors would be unnecessary where man- 
agement gave a representation as to 
the financial statements. 

One November, 1949, question re- 
ferred to the audit procedures in the 
annual audit of a large transient hotel. 
The word “transient” did not seem to 
mean anything to many candidates be- 
cause they gave the procedures which 
would be followed where the hotel 
rooms were rented largely on a yearly 
basis. 

Assume, next, that a problem is of- 
fered which calls for the preparation of 
a work sheet—the requirement is “pre- 
pare a work sheet.” It is a waste of 
time and effort in such case to prepare 
a schedule of adjusting entries and then 
to post to the work sheet. The require- 
ment calls for a work sheet, not for a 
schedule of adjusting entries ; the latter 
may have some value to the candidate 
but, nevertheless, from the examiner’s 
point of view it is surplusage not 
worthy of being given credit. 

While on the subject of work sheets, 
from an examination point of view, the 
adding up of the adjustment pair of 
columns is a waste of time until you 
have discovered that the statements set 
up thereon do not balance out. It is 
suggested that, in your study of prob- 
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lem solutions, after a work sheet has 
been prepared, attempt a shortening up 
or condensation of the form which has 
been used. Time and again the elimina- 
tion of a column or of a pair of columns 
is possible; it may even be that the use 
of a work sheet is unnecessary—pro- 
vided the problem requirement does not 
call for the preparation of one. 


Only recently I had occasion to ex- 
amine the solution of a recent uniform 
examination problem. It contained a 
work sheet on which one column was 
absolutely unnecessary and which, so 
far as the solution was concerned, 
would have required from ten to fifteen 
minutes on the part of a candidate to 
build up. Some years ago, the uniform 
examination contained a problem call- 
ing for an adjusted Statement of Sur- 
plus, the period of time covered being 
three years. I have seen three different 
methods of solution for this problem. 
One used an elaborate work sheet 
which started at the left with a column 
for the unadjusted balance at the close 
of each year, followed by columns for 
profit and loss and closing surplus, re- 
spectively, for each year of the period— 
thirteen columns in all, exclusive of 
space for a listing of the accounts. An- 
other solution used a form of work 
sheet containing ten columns for the 
amounts involved. The third provided 
an excellent setup without using a work 
sheet; this form would consume not 
more than one-third of the preparation 
time that the first form would require. 
Naturally, the third method could not 
be used unless one had an excellent 
working knowledge of the effect of the 
usual year-end adjustments as they af- 
fect the result of each of two vears; 
however, an examination candidate 
ought to have such a knowledge. 


Considerable time may be saved in 
preparing a work sheet for a Consoli- 
dated Balance Sheet by beginning with 
a “total” column, thus not having it 
necessary to copy on the sheet the detail 
for each company. All one needs to do 
is to separate the interrelated company 
elements when writing in the account — 
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names. -\ careful reading of the prob- 
lem should permit this to be done. 

Suppose that a problem is encoun- 
tered which calls for the preparation of 
a Balance Sheet and a Profit and Loss 
Statement, and that numerous adjust- 
ments are required so that a work sheet 
is necessary. The following suggestions 
as to preparation are offered: 


1. Use a separate sheet for the Bal- 
ance-Sheet accounts and a sepa- 
rate sheet for the Profit-and-Loss 
accounts. If the Profit-and-Loss 
accounts are so numerous that 
they will spill over on to a second 
sheet, then separate by groups, so 
that a complete group is placed 
upon one sheet. 


nN 


Decide upon the statement head- 
ings you expect to use, and ar- 
range the accounts thereunder in 
the approximate order in which 
you expect to have them appear 
in the completed — statements. 
Thus, the final columns at the 
right of the sheet for the Balance 
Sheet and for the Profit and Loss 
Statement will be organized ap- 
proximately as these final state- 
ments in technical form should 
be prepared, 


The reason for this method of attack 
is merely this: If you are pressed for 
time, do not attempt to prepare the 
statements in technical form. Leave the 
work sheet, when thus completed, and 
move on to the solution of the next 
problem. Later, time permitting, go 
back and prepare in technical form the 
statements called for; probably in this 
connection you will be copying exactly 
what you have in the final columns of 
each sheet. I am not saying that, as a4 
result of such a procedure, you will 
secure as high a grade for only the 
work sheet, as you would if formal 
statements were offered. Nevertheless, 
if the work sheet outlines the form of 
an acceptable statement, it is difficult 
for me to believe that a fair-minded 
examiner will mark down severely to 


the point that failure by this means 
will follow. 

Suppose that you were confronted 
with a problem which contained a trial 
balance that did not balance—total 
debits not equal to total credits. Just 
what would vou do upon discovering 
such fact? Would you immediately 
inake the life of the person in charge 
of the examination room miserable with 
condemnations of the examination, or 
proceed with the solution of the prob- 
lem based upon the facts as given? 
Perhaps an error may have crept into 
the problem in the printing of it—this 
is doubtful; perhaps the problem was 
offered in that form just to find out 
how you would meet the situation. At 
least it would be a proper approach to 
go ahead with what was offered, pre- 
pare your solution, and indicate how 
you treated the situation in view of 
what was discovered. Should an error 
be present, this will be known by the 
examiners before the grading is begun, 
and proper adjustment made for such 
fact in the grading. 

Some time ago, a problem was of- 
fered in an examination which took a 
competent author of a published solu- 
tion twice as long to present his results 
as the allotted time for the entire paper 
(I have this on good authority). And 
this was not the only problem in that 
particular paper required to be solved 
within the period assigned. What 
would you have done under the circum- 
stances ? 

The gentleman who was the out- 
standing successful examinee in that 
examination was a roommate of mine 
back in university days. I asked him 
just what he did in preparing his solu- 
tion to this particular problem because, 
although I believe that I am and have 
been familiar with the type of enter- 
prise to which the problem was related, 
it took me more than the credit point 
time to solve this problem in a reason- 
ably complete manner. His answer 
brought out the following worthwhile 
points : 

1. After reading and studying the 
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problem, he realized that a com- 
plete solution was impossible 
within the given examination pe- 
riod, if he were to solve all parts 
of the problem. 

2. Study of the problem convinced 
him that it contained three or 
four elements which were the im- 
portant ones, and which could be 
worked out within the time al- 
lotted to the problem. 

3. These elements were worked out, 
and set into the required state- 
ments in their proper positions, 
the statements being presented in 
skeletonized form. 


How many of you here this evening 
would have adopted this person’s meth- 
od of attack, rather than proceed like 
a plough horse to whom time meant 
nothing, offer a partial solution that 
would not recognize the salient factors 
involved and, later, deluge the Board 
of Examiners, et al, with protests of 
unfairness? It is no wonder that this 
person became a partner in one of the 
large accounting firms, and resident 
manager of its second largest office. 

If the securing of a C.P.A. certificate 
is the hall mark that indicates the 
holder is a capable accountant, then 
problems of that type are not unfair. 
Frequently, in practice, we are up 
against a dead-line which makes it man- 
datory for us to separate the essential 
from that which is not so essential, no 
matter how usable the latter may be, 
so that a satisfactory report may be 
issued. 

Numerous papers reflect clearly the 
lack of experience on the part of candi- 
dates. Examiners cannot limit the 
problems to what is the practice in any 
one particular professional office. 

The ambition to become a C.P.A. too 
often is not accompanied by the will to 
work and to wait. Generally speaking, 
candidates are in too much of a hurry 
to take the examination—the examina- 
tion is considered as being perfunctory. 
In the last analysis, preparation is up 
to the candidates. Teachers may help, 
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may guide; they cannot do the prepa- 
ration for them. Preparation implies 
study, study, and more study; as to this 
there should be no stopping. In fact, 
preparation should begin at the time a 
person decides to take up public ac- 
counting and continue until he or she 
gives up public accounting. Such a pro- 
cedure eliminates cramming; the re- 
sults of cramming are dire. 

A problem presented for solution 
calls for the same mental activity as 
does an actual audit. One should not 
rely upon memory as a substitute for 
actual knowledge of principles and 
practice. A memorized solution based 
upon the expectation that a certain 
problem, or type of problem, will be 
given in the coming examination rep- 
resents wasted energy. Resemblances 
do show up, but they will be superficial 
and, if too much reliance is placed 
thereon, one goes off on the wrong 
track. 

Actually, it is not going too far afield 
to emphasize the fact that a large 
amount of practice in solving problems, 
and in answering questions, is neces- 
sary. If one is connected with a small 
office, problems and questions taken 
from books and from other publications 
should be worked and answered in or- 
der to secure a varied coverage. Those 
attached to a large office should not 
neglect this method of preparation. 


When the solution of a book or 
magazine problem is attempted, actually 
work it out without referring to the 
author’s solution should the latter be 
available. Stay with the task of solu- 
tion even though it may take a week of 
spare time to complete it. Do not con- 
sider yourself satisfied with what you 
have done until you reach a point where 
you cannot improve upon your solution. 
Then, and only then, if available, com- 
pare your work with that of the author. 
If you disagree with the author, ascer- 
tain why; authors have been known to 
be in error. Take nothing for granted ; 
a good auditor does not do so. He 
works to a logical conclusion and then 
checks himself. 
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In the period of preparation prior to 
an examination, the candidate should 
review various types of questions and 
problems, deciding which for him are 
the most difficult. He should spend 
enough time on those of each type so 
that confidence in their solution and 
answer is forthcoming, rather than to 
skip any in the hope that in the exami- 
nation a question or problem related 
to one of those doubtful categories will 
not be encountered. 

Another common type of error is not 
to review the types of problems on 
which work is constantly being done in 
every-day practice. Numerous petty 
idiosyncrasies are practiced by firms 
and by individuals, which do not con- 
form strictly to acceptable accounting 
principles as set out in the pronounce- 
ments of the American Institute of Ac- 
countants, and by recognized authors. 
For example, many accountants treat 
cash discounts received on machinery 
purchases (fixed asset purchases) as 
other income whereas accepted prin- 
ciples treat such discounts as a reduc- 
tion of gross purchase cost. 

A person should not be in a hurry to 
enter the Practical and the Auditing 
portions of the examination. Statistics 
over the years have proved to our 
Board that the greatest success in pass- 
ing the examinations is by those who 
have had between three and four years 
of diversified practical experience. A 
good junior cannot be developed under 
six months, assuming _ satisfactory 
working conditions. It may take from 
three to five years to develop a com- 
petent and qualified senior accountant. 

If one grows impatient by waiting, 
he should read the published reports of 
large corporations, and attempt to vis- 
ualize the extent of the work required 
and the responsibility involved, in cer- 
tifying such reports. It is believed that 
every year of waiting (at least up to a 
total of three years) betters a person's 
chances of passing the Practical and 
Auditing portions of the examination. 

Assuming that failure in the exami- 
nations is not due to any of the ele- 
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ments mentioned above but that failure 
is met with, the reason therefor may be 
nervousness. The examination pro- 
motes a nervous strain which, generally 
speaking, is not encountered in ordi- 
nary practice. One approaches profes- 
sional work as master of the situation, 
whereas the same person is apt to ap- 
proach the examination with awe and 
uncertainty. 

A case of nerves is a common ail- 
ment. To avoid this, tackle something 
easy first, to establish composure. The 
easy situation “nailed to the mast,” the 
candidate becomes happy (and justifi- 
ably so) in the conceit that at least one 
aspect of a vast subject has been mas- 
tered. The taking of an easy problem 
first, for example, demands only easy 
mental effort which, in turn, reduces 
the condition of flurry and creates a 
sense of confidence and control. By 
picking an easy problem first, one is 
able to accelerate the working of his 
mind, so that later when he has to tackle 
a hard problem—one which on first 
thought was difficult—the chances are 
excellent that such a problem does not 
appear to be difficult. Confidence is 
thus established at the start. 

The view, rather well established in 
certain quarters, that a heavy problem 
should be taken first, it is believed, is 
wrong; such an election may lead to 
disaster, whereas the other approach 
may not. Unless tension is reduced, it 
is impossible to deal with a problem 
containing much detail work without 
the risk being present of “muddling” 
which, in turn, increases loss of confi- 
dence in one’s ability to succeed in the 
test. If a candidate begins his work 
with a difficult problem, he may never 
have time to tackle those that are easy. 

One young man, now certified, did 
exactly this in taking his first examina- 
tion in Practical Accounting. His solu- 
tion of this one problem was complete, 
and perfect, and received the maximum 
grade allowed therefor. But he had 
nothing else on his papers—and failed. 

Approach the examination as if you 
were going out on an important engage- 
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ment on which you have to do all the 
work by yourself. Budget the time that 
is allowed. Take at least fifteen min- 
utes studying the questions and prob- 
lems and deciding the order of answer 
or solution. Then pick the first ques- 
tion or problem, as the case may be, 
that seems to you easy of solution. 

Read the question or problem select- 
ed carefully—do this twice, at least. 
Ask yourself questions along the line of 
what you would do if up against the 
same situation in practice. Check or 
underline each word or phrase that has 
a bearing on the result but which 
might be overlooked. 

Many years ago, a member of a cer- 
tain examining board who had had 
years of experience was asked this 
question: “If you were given an hour 
within which to solve an accounting 
problem, and your life depended upon 
preparing an acceptable solution, just 
how would you budget your time in 
setting up your solution?” The answer 
was brief but to the point: “I would 
spend fifty minutes reading and study- 
ing the problem and requirements, and 
ten minutes in putting the solution on 
paper.” 

Use pencil in preparing working pa- 
pers; use ink in preparing final state- 
ments and answers to questions. Use 
separate sheets for each answer or solu- 
tion. Sort the papers in proper se- 
quence later. Fasten the sheets of each 
solution together with a paper clip until 
all are to be brought together. Then 
use the staple that is furnished. Give 
each solution and answer the number 
assigned, and number each sheet. Be 
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sure that the staple pierces all sheets. 
Fasten all sheets so that the examiner’s 
time is conserved, and so that they may 
be opened readily. 

Budget your time so that there will 
be approximately one-half hour before 
the close of the allotted examination 
period for relaxation and review. Use 
at least five minutes for relaxation ; for- 
get everything because the brain needs 
rest. The rest completed, a mental 
freshness results which may prove most 
valuable when reviewing the work 
completed. | 

Work done at high speed encourages 
errors. Frequently, a solution or an 
answer, as set down, upon review, will 
contain something never intended; 
therefore, time should be provided for 
review. 

Make certain that all “required” 
problems and questions have been 
solved or answered, as well as those 
extra ones needed to complete the pa- 
per. One may be tempted to be satis- 
fied in working out, say, 80% of an 
examination in the belief that this will 
be sufficient to secure a passing grade 
of 75%. This attitude, however, may 
be in error, and usually is, since if the 
examiners do not agree that the worth 
of the paper is 75%, failure is certain. 
A leeway of but five points may not 
be sufficient to have the given grade 
pushed up to the passing mark. 

In conclusion, take the examination 
with a smile. Remember the examina- 
tion is provided to prove the candidate’s 
mastery of the subject, not to expose 
lack of ability. Therefore, study to be 
master: of the situation. 
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By Ropert L. 


= primary responsibility for pre- 
paring the uniform CPA examina- 


tion rests on the board of examiners of 


the American Institute of Accountants. 
However, in the actual work of prepa- 
ration, the board obtains the advice and 
assistance of a great number of ac- 
countants. 

The board of examiners is elected by 
the council of the Institute. There are 
nine board members representing vari- 
ous sections of the country. While at 
present there are three members from 
New York, there is no geographical 
concentration of members. Four of the 
nine members, in addition to public 
practice, have had experience teaching 
accounting in college. 


The examination preparation can be 


divided into several steps. First is the 





Ropert L. Kane, Jr., C.P.A.. 
(Missouri and Mississippi) and at- 
torney (Arkansas) is Educational 
Director of the American Institute of 
Accountants. He was on the staff 
of Arthur Andersen & Co. for sever- 
al years and was an accounting pro- 
fessor for eight years. From 1942 to 
1946 he served in the Navy Cost In- 
spection Service, where he held the 
rank of Commander. 

This paper, which was presented 
to prospective CPA candidates at a 
meeting on March 30, 1950, spon- 
sored by the New York State Socie- 
ty of CPAs and the New York State 
Board of CPA Examiners, describes 
the general procedures followed by 
the board of exz aminers of the Ameri- 
can Institute of Accountants in pre- 
paring the uniform CPA examina- 
tion. The procedure followed in the 
collection of basic material and the 
method of determining the areas cov- 
ered by a particular examination are 
described. 
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collection and preparation of basic ma- 
terial to be used in the examinations. 
There are four sources for obtaining 
examination material. A considerable 
amount is obtained from accounting 
firms and individual practitioners. Not 
only are specific requests sent to ac- 
countants asking for examination mate- 
rial, but they are encouraged to send in 
material at any time they encounter in- 
teresting problems in practice. The sec- 
ond source consists of the members of 
the various state boards of accountancy. 
Several state board members regularly 
contribute material. The third source is 
the teaching profession. Potential ex- 
amination material is sometimes ob- 
tained direct from schools and also from 
time to time teachers are engaged to 
prepare a specific amount of material. 
For example, a teacher may be emp'oved 
to prepare ten questions on auditing. 
The fourth source develops from the 
employment of teachers or others on a 
salary basis to prepare material. This 
method is usually utilized to fill in the 
gaps in existing material by preparing 
questions or problems in a specific area. 
The material obtained from the first 
three of these sources goes into the 
“stockpile” of material for the various 
subjects. It may or may not be in form 
suitable for use in an examination. 
Even at best it will ordinarily require 
some revision before it finally appears 
in an examination. The selection of the 
material that will go into any particular 
examination is based on several factors. 
It is the purpose of the board to have 
each examination contain as wide a cov- 
erage of material as is possible, but, 
since it is impossible to cover all topics 
in each examination, a schedule is main- 
tained which lists the various areas to 
be covered, and upon these schedules 
the examinations are plotted. A fixed 
scheme of rotation would not be useful 
because its regularity would be detected 
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by some persons who would thereby 
have a considerable advantage in pre- 
paring for the examination, and for 
whom the examination would not then 
be a fair test of knowledge and ability. 

When the areas to be covered have 
been selected, the material in the stock- 
pile is reviewed to select that which is 
appropriate. To the extent that mate- 
rial in any area is lacking, someone is 
employed to prepare the needed prob- 
lems or questions. 

Since vou will probably find the clas- 
sification of examination areas to be 
very interesting, I will consider them in 
some detail. 

A complete separation of material in- 
cluded in Accounting Practice, Theory, 
and Auditing is not possible. The dis- 
tinction between the three subjects is 
likely to be more in the manner of the 
approach rather than in coverage. For 
example, Practice usually involves 
making computations and arriving at a 
numerical answer, whereas Theory in- 
volves an exposition of a theory, or of 
a practice, and probably a statement of 
the reasoning which supports the 
theory. Auditing may be concerned 
merely with techniques used by the 
auditor or it may combine techniques 
with questions involving the application 
of accounting theory. 

In classifying the area covered by 
Accounting Practice and by Theory, we 
find three large areas (each of which 
may be subdivided) and a great number 
of smaller areas. These three large 
areas are Income Taxes, Cost Account- 
ing, and Fund Accounting. All recent 
examinations have included at least one 
problem or question on some part of 
each of these three areas and frequently 
more than one has been included. There 
are perhaps as many as 50 of the small- 
er areas that appear from time to time 
in the examinations. 

Examples are: 

1. Application of fund statements 


2. Analysis of statements 
: 
3. Appraisals 
+. Budgets 
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5. Bank accounting 

6. Brokerage accounting 

7. Balance-sheet form and presenta- 
tion 

8. Bookkeeping errors 

9. Bond transactions 

10. Bad debts—accounting for 


Such relatively small areas as these 
have usually made up most of the ex- 
amination. They have appeared with 
varying frequency and no regularity in 
their occurrence has been detected. I 
feel sure that the board of examiners 
does not intend to have them appear 
with any predictable regularity. 


It appears that the classification of 
questions in Commercial Law into large 
areas is easy. Such areas as Negotiable 
Instruments, Contracts, Sales, Agency, 
Corporations, Partnerships and Bail- 
ments appear on almost every examina- 
tion. Some of the other areas that are 
included at various times are: Bank- 
ruptcy, Insurance Trusts, Common 
Carriers, Estates, and Real Property. 

After the examination areas and ma- 
terials are tentatively selected, each 
part of the proposed examination is 
then reviewed, first by a sub-committee 
of the board, and later by the entire 
board as well as by some other inter- 
ested parties such as members of state 
boards. Numerous suggestions for ad- 
ditions, deletions and changes usually 
result from these reviews. During the 
time this review is taking place, the ex- 
amination material is ““guinea-pigged.” 
By that, I mean that each part of it is 
actually worked out by at least two 
CPAs who have had considerable ex- 
perience in grading papers. They work 
through the examination to determine 
the length of time required to give satis- 
factory answers; to determine whether 
the questions and problems are ambigu- 
ous; and to determine whether the ma- 
terial included seems to constitute a 
reasonable examination in the subject. 
Normally, the examination will be re- 
duced in length to where the time these 
men require to solve it is not more than 
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two-thirds to three-fourths of the time 
allowed for the candidate. 


After these procedures are completed 
a revision of the examination is pre- 
pared and reconsidered by the board. If 
it then meets with their approval, a final 
test of the examination is obtained by 
having several recently certified men 
take the examination under actual time 
limits. 


The entire procedure that I have de- 
scribed takes a great amount of time. 
Examinations for November are even 
now being considered by sub-commit- 
tees of the board. The purpose of the 
procedure is to be certain that a com- 
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prehensive but reasonable examination 
is prepared. Certainly it is the intent 
of the Institute’s board of examiners 
and of the various state boards to give 
an examination that is a reasonable test 
of the candidate’s ability in the account- 
ing field, and one that can and will be 
passed by a well-prepared candidate 
who has the aptitude and ability that is 
necessary for practice as a certified pub- 
lic accountant. The examination you 
will take has been reviewed by a num- 
ber of people to determine that it is fair 
and reasonable, and each part of it has 
been actually tried out on at least three 
people to determine that it can be satis- 
factorily solved in the time allowed. 











tes 





280 


May 








ion 
ent 
ers 
rive 
test 
int- 


late 
t is 
ub- 
you 
1m- 
fair 
has 
ree 
tis- 








Audit of Accounts Receivable 
By Joun F. Scumonsees, C.P.A. 


| gets discussion of procedures in- 
volved in an audit of accounts 
receivable, it may be well to state what 
the objectives of such an audit should 
be and to list them in the order in 
which they occur to one who recognizes 
this audit as an important phase of the 
verification of income, and not simply 
as the substantiation of an asset. As- 
suming that an examination has to do 
with the affairs of a manufacturing 
company and is made for the purpose 
of expressing an opinion as to the fair- 
ness of financial statements of the com- 
pany, the auditor in his procedures 
relating to accounts receivable will seek 
to satisfy himself: 
1—That all goods shipped during the peri- 
od under review have been charged to 
customers ; 
2—That all credits to customers during the 
period represent either: 
a—Cash received, 
b—Goods returned or allowances made 
under proper authorizations, 
c—Discounts allowed in accordance with 
terms of sales, or 
d—W rite-off of balances considered un- 
collectible—on proper authority ; 
3—That customers’ balances at the balance 
sheet date represent valid obligations of 
real debtors—that they are authentic; 
an 
4—That the valuation of the receivables 
and provision for uncollectibles at the 
balance sheet date and the description 
and classification of accounts on the bal- 
ance sheet are fair. 








Joun F. Scumonsees, C.P.A.,, is 
a member of the Society and its 
Committee on Auditing Procedure. 

Mr. Schmonsees is a partner of 
Hurdman and Cranstoun, C. P. A’s., 
and has been engaged in public ac- 
counting since 1934. 

This paper was presented at a 
session of the Society's lecture series 
on Auditing Procedure, held on De- 
cember 1, 1949, in the Engineering 
Auditorium in New York City. 
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With these objectives clearly in mind, 
the records and documents to be ex- 
amined or tested and auditing proce- 
dures required may be considered. 

The auditor may work toward his 
first objective—determination that all 
shipments during the period have been 
charged to customers—by tracing the 
detail of the chronological shipping 
record to the sales register through the 
medium of copies of sales invoices. 
Totals of the sales register will then be 
traced to charges to the accounts receiv- 
able ledger control. Thus, the shipping 
record will be related to charges to 
customers as directly as is possible. 
Any debits in the control account not 
traceable to the sales record should be 
thoroughly investigated. 

The second objective—determination 
that all credits to customers during the 
period represent cash collections, prop- 
erly authorized returns or allowances, 
proper discounts, or authorized write- 
offs—will be sought by tracing credits 
from the accounts receivable ledger 
control to the cash receipts journal and 
to whatever journal may be used to 
record returns and allowances and 
write-offs, The validation of the cash 
receipts journal to this purpose will be 
done as part of the audit of cash trans- 
actions, so that we will not discuss fur- 
ther the audit of collections and dis- 
counts. Credit memoranda will be 
scrutinized for proper authorization in 
support of the journal record of returns 
ana allowances, and returned goods 
will also be traced to receiving records. 
Any other credits in the ledger account 
will be thoroughly investigated. 

At this point, the amount of the 
ledger control balance at the period's 
end will have been established as a reli- 
able representation of the total accounts 
receivable, insofar as the records of 
the company can give assurance of re- 
liability. However, it has not been 
established that all collections which 
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should have reached the company have 
been received and recorded, or that the 
amount shown by the ledger control 
represents a fair valuation of the re- 
ceivables. Assurance as to these matters 
as well as additional evidence of the 
authenticity of the accounts will be the 
next two objectives, for which the audi- 
tor will prepare by listing or requesting 
the client to furnish a list of individual 
accounts receivable balances as of the 
period’s end from the company’s ledger. 
He should assure himself that the list 
total agrees with the accounts receivable 
ledger control balance. 

The third objective—determination 
that receivable balances represent au- 
thentic debts—will be sought first by 
direct communication with debtors 
(which is mandatory under “Exten- 
sions of Auditing Procedures”) to ob- 
tain confirmation of the amounts of 
the debts. When it is neither practicable 
nor reasonable to use this procedure, 
and then only, the auditor should, as 
an alternative, seek evidence of authen- 
ticity by reference to records of subse- 
quent payment and to any relevant 
documentary matter in the company’s 
files which originated outside the com- 
pany under examination, such as de- 
livery receipts, bills of lading, and cor- 
respondence with the customer. 

The fourth objective—formation of 
opinion as to the fairness of valuation, 
and description and classification on the 
balance sheet—will be sought by: re- 
view of the list of outstanding accounts 
receivable at the balance sheet date; 
discussion of the histories of accounts 
and probability of collection with re- 
sponsible executives; reference to sub- 
sequent records of payment and of re- 
turns and allowances ; and examination 
of records relating to the customer's 
credit standing. 

The summary of audit procedures 
just set forth aims to give in simple 
terms the logical order of an audit of 
accounts receivable. Such an outline 
may serve as a standard against which 
the effectivenes of procedures actually 
used in an audit may be measured. Cir- 
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cumstances will often dictate or permit 
some departure from our outline and, 
in any case, will determine the extent 
to which procedures should be applied. 
Let me illustrate the point I am trying 
to make. We have said that it should be 
determined that all shipments made 
during the period under review were 
charged to customers, and have pointed 
out that the auditor will usually satisfy 
himself on this matter by tracing details 
of the shipping record through the sales 
journal to the accounts receivable con- 
trol. That is an ideal procedure. How- 
ever, in many cases, no shipping record 
is maintained and the only available 
starting point in this phase of his audit 
is a file of sales invoices. The auditor 
will know that the record of sales, in 
itself, is not a satisfactory basis for his 
purpose. He should commence with 
shipments but has no record or no satis- 
factory record of them. Nevertheless, 
a study of internal control may disclose 
controls surrounding shipments  suffi- 
cient to give reasonable assurance that 
no shipments can be made without the 
preparation of a prenumbered sales in- 
voice, and the auditor may be able to 
determine that all invoice numbers have 
been accounted for as a regular internal 
procedure. In such case, the file of pre- 
numbered sales invoices may be accept- 
ed as a record of shipments and as a 
proper starting point toward his first 
objective, On the other hand, it may be 
impossible for the auditor to satisfy 
himself from either shipping or sales 
records that all shipments have been 
charged to customers. Even in such 
case, however, he may be able, by some 
over-all method, to obtain reasonable 
assurance that substantially all ship- 
ments have been charged to customers. 
This might be accomplished in some 
situations by a comparison of produc- 
tion and inventory units with sales 
units. Often, however, the auditor must 
face up to the impossibility of determin- 
ing that all goods shipped have been 
charged to customers. 

Audit procedures have been outlined 
in the foregoing without mention of the 
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effect which satisfactory internal con- 
trol would have on the extent of their 
application. In practice, where satis- 
factory control exists, an auditor may 
limit many procedures to a sufficient 
test to assure himself of its existence 
and effectiveness. Even in cases in 
which internal control is less than ade- 
quate, extensive tests may be all that is 
required to satisfy the auditor as to cer- 
tain of his objectives. 

The auditor’s procedures may be pre- 
sented now in greater detail. The same 
general order will be followed as was 
used in citing objectives and in sum- 
marizing records and procedures. 

Let us turn again to the first objec- 
tive, determination that all goods 
shipped during the period have been 
charged to customers. Procedures lead- 
ing to this objective have already been 
discussed in some detail as an illustra- 
tion of an earlier point. I should like to 
observe that in cases in which no reli- 
able record of shipments is maintained 
and internal control in respect of ship- 
ments is lacking or unsatisfactory, the 
Way 1s open to the shipment of goods 
and collection of proceeds without 
either a sale or receipt appearing in the 
accounting records. Furthermore, in 
such a case, it is usually difficult to com- 
pensate for the lack of records and con- 
trol by extended audit procedures. On 
the other hand, where satisfactory in- 
ternal control of shipments exists, 
auditing standards are usually met by a 
limited test of the shipping record to 
the sales register. 

The second objective is determina- 
tion that all credits to customers during 
the period under review represent cash 
collections, properly authorized returns 
and allowances and write-offs, or proper 
discounts. Procedures leading to this 
objective relate to entries in the ac- 
counts receivable ledger control. In the 
case of cash collections, they consist 
merely of checking totals in the ac- 
counts receivable control account to the 
cash receipts book. As an incident of 
the audit of cash receipts, these will be 
traced to bank deposits. Cash discounts 
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should also be traced to the cash rec- 
ords. The propriety of cash discounts 
will also usually be determined as a part 
of the cash audit program. Returns and 
allowances and other credits, such as 
write-offs, remain for our attention, 
Authorizations for these should be in- 
spected and their propriety established. 
Authorizations should be by persons 
formally designated to have such au- 
thority. When examining authoriza- 
tions, the auditor should seek to 
determine that the approval is that of a 
person not having access to cash or 
merchandise. If assurance on this point 
is lacking, additional evidence of the 
propriety of credit entries should be 
sought. With respect to allowances, 
correspondence with customers may be 
available, and returned merchandise 
may be evidenced by receiving reports 
or correspondence, or both. When 
doubt is sufficiently serious, the auditor 
may be justified in seeking confirmation 
directly from the customer. Other 
credits to accounts receivable should re- 
ceive careful attention by the auditor. 
An instance will be found in the write- 
offs of bad debts. Here again authori- 
zation should be examined and consid- 
eration given to the validity of the 
approval. For example, the credit man- 
ager should not ordinarily be the sole 
authority for write-offs because it might 
be to his interest to withhold the atten- 
tion of his superior from examples of 
unjustifiable allowances of credit. If 
internal control of receivables, returns 
and allowances is satisfactory, the audit 
procedures directed to credits in the re- 
ceivable control will usually be limited 
to a test sufficient to demonstrate the 
effectiveness of internal control. 


In closing comment on the audit of 
credits to accounts receivable control, 
let me emphasize that the mere fact of 
approval by a responsible officer or em- 
ployee of the company is not necessarily 
itself sufficient. The auditor must be 
satisfied that the approval is not that of 
a person who could personally profit by 
passing improper credits. That is, the 
person approving a credit should not, 
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for example, be in position to abstract 
cash without detection and cover the 
withdrawal by a false credit to a receiv- 
able, ostensibly representing an allow- 
ance. When assurance is lacking as to 
the disinterestedness of the approving 
person, procedures should be sought 
which by-pass such an individual. 

The next two objectives relate to the 
unpaid receivable balances, the total of 
which is carried on the balance sheet as 
of the end of the fiscal period. In prep- 
aration for carrying out audit proce- 
dures directed to those objectives, the 
auditor will prepare or, as in most in- 
stances, request his client to prepare a 
list of customers’ balances as of the 
balance sheet date. The list should be 
arranged so as to serve a number of 
uses, including the review of balances 
with the credit manager or other execu- 
tives and, later, with a principal of the 
auditor's firm. For these purposes 
space should be provided for ageing 
balances and for notation of all informa- 
tion relating to the status of accounts. 
Actually the listing should be arranged 
so as to show the age of balances, that 
is, the portion not past due and degree 
of delinquency on past due portion. 


The total of individual balances 
should be compared by the auditor with 
the balance in the accounts receivable 
ledger control and, if a difference exists, 
the reconciling items should be noted 
with a clear and full explanation of the 
differences, together with a note of the 
audit steps taken to assure the auditor 
that acceptable reconciliation has been 
achieved. 

The work sheet under discussion may 
also provide for notation of collections 
made on individual accounts subsequent 
to the balance sheet date. It may serve 
as a control list of confirmation requests 
mailed. Finally, it may indicate the 
classification of the receivables on the 
balance sheet if they enter into several 
classifications there. 

One more note in connection with 
the preparation of the list of individual 
balances. If the list is prepared by the 
client, the auditor should check it with 
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the ledger. Much information can be 
taken from the individual ledger ac- 
counts at the time that the balances are 
taken off or checked. For example, 
credit limits or other information is fre- 
quently noted on the customer’s account 
card or sheet. Notations of payments 
subsequent to the balance sheet date 
may be made for later tracing to cash 
records. Time will be saved if informa- 
tion sought from the ledger account is 
all taken off at one time instead of re- 
viewing the accounts as each type of in- 
formation is needed. ° 

The third stated objective of the 
audit procedures, determination that 
receivable balances represent authentic 
debts, may be discussed next. It has 
been explained that this objective will 
be sought first by communicating di- 
rectly with the debtors. This proce- 
dure, when effective, is presumed to 
afford the maximum assurance that the 
receivables are valid obligations of real 
debtors with respect to items which are 
still unpaid at the time of audit. We 
need not enter into the advantages and 
disadvantages of positive confirmation 
as compared with the negative form, 
but may assume that in many cases the 
auditor will use the negative form at 
least in respect of a portion of the ac- 
counts. The remarks which follow are 
restricted to positive confirmations be- 
cause most of the auditor’s problems re- 
lating to confirmation arise in the use 
of that type. Let us now consider care- 
fully just what assurance we gain from 
a satisfactorily completed confirmation 
and, perhaps just as important, of what 
we are not made certain. First, confir- 
mation gives assurance as to authentici- 
ty, as we have already pointed out. In 
the second place, it provides some evi- 
dence as to the value of the receivable. 
Though a debtor probably will never 
admit that he will not pay a just debt, 
he may state that he has unpresented 
claims for allowances and that state- 
ment would be of importance in ap- 
praising the value of an account. 
Confirmation of accounts also provides 
assurance that the total of credits due 
to a customer has been credited to his 
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account, but it cannot give assurance 
that the details of the credits have been 
properly recorded. For example, a cus- 
tomer may have settled an earlier in- 
voice by a cash payment of $900 and the 
return of merchandise which had been 
billed at $100. The settlement, how- 
ever, might appear on the records as 
cash of $800, returns of $100, and an 
allowance of $100, and the incorrect 
entries might have been made to cover 
a $100 defalcation. Confirmation of un- 
paid balances will not disclose such a 
situation. Request for confirmation 
might disclose the failure to bill a cus- 
tomer for merchandise shipped, but 
would not do so unless the customer 
drew attention to the incorrectness of 
the balance as stated. Finally, because 
requests for confirmation are only re- 
lated to open balances, this procedure 
will not serve to disclose a case in which 
neither billing nor collection has been 
recorded as to a completed transaction. 
These things may be too obvious to re- 
quire statement, but my purpose is to 
point up the necessity for additional 
audit procedures. Confirmation is in 
itself not merely a supplementary pro- 
cedure, nor is it an alternative for one 
or more other procedures. Confirma- 
tion by a customer is, however, the only 
way by which the auditor can be as- 
sured that all credits due to the cus- 
tomer up to the balance sheet date have 
been recognized on the records, and it 
is the best means of establishing the 
authenticity of accounts. On the other 
hand, it can give no assurance that ac- 
counts have not been wrongfully ma- 
nipulated with respect to transactions 
closed out prior to the statement date. 

Having considered what may and 
may not be accomplished by the con- 
firmation of customers’ balances, we 
may now proceed to a discussion of the 
methods of procedure and some serious 
problems which arise in connection 
therewith. 

The organization of requests for con- 
firmation is relatively simple and re- 
quires only special care so that exclu- 
sive control of requests and replies are 
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kept in the hands of the auditor. 
Whether the auditor requests confirma- 
tion from all debtors or from a selected 
test section or lot, his greatest problem 
is that which confronts him in securing 
an adequate number of replies. One 
test of adequacy of response to positive 
confirmation lies in the ratio of replies 
received and the dollar amount repre- 
sented by those replies to the number 
and dollar amount of the balances for 
which requests were sent to the cus- 
tomers, and in the number and charac- 
ter of differences disclosed by replies 
received. 


To illustrate this statement, let us 
suppose that the auditor in a 100% 
confirmation effort has received replies 
to 60% of the number of confirmations 
requested and that the dollar amount 
represented by the replies is 85% of the 
total amount of the receivables, which 
was $200,000. Let us also suppose that 
differences disclosed by the replies 
caused adjustments to the accounts ina 
total amount of $2,000. Now, I shall 
not make any judgment of my own on 
this hypothetical case, because I do not 
think that we have as yet settled upon 
any standards as to what may be con- 
sidered acceptable or not acceptable, 
but I will say that I believe that these 
results would generally be considered 
satisfactory. On the other hand, let us 
suppose that the auditor has received 
replies to 65% of the number of confir- 
mations requested and that the relative 
dollar amount is 75% of the total 
amount of the receivables which was 
again $200,000. We shall also suppose 
that a great many differences disclosed 
by these replies caused adjustments to 
the accounts in an aggregate amount of 
$16,000. It seems to me that in such 
case the auditor can only conclude that 
undisclosed differences in the uncon- 
firmed accounts might be substantial. 
Moreover, he might also conclude that 
there is greater probability of differ- 
ences with the unresponsive debtors 
than with those who reply. In the latter 
case, the auditor should intensify efforts 
to obtain a more complete response to 


285 











The New York Certified Public Accountant 


his requests and, at the same time, carry 
out all alternative procedures at his 
command including identification of 
payments received subsequent to the 
date of the balance sheet with the re- 
ceivables at that date, and examination 
of correspondence and any other docu- 
mentary matter which might provide a 
measure of assurance in the cases where 
confirmation has not been completed. 

When the auditor decides to apply 
the confirmation procedure to a sample 
of the receivables, rather than to all ac- 
counts, intensive efforts must be made 
to make a complete and satisfactory 
appraisal of the accounts, This is neces- 
sary because the adoption of sampling 
implies that the conditions found in the 
sample will be considered as representa- 
tive of the whole. Therefore, a relative- 
ly small overstatement of the accounts 
in the sample might indicate substantial 
overstatement of the total. Special in- 
vestigation of all accounts in the group 
selected as a test, for which satisfactory 
replies are not received, is imperative 
but it is held by some accountants that 
nothing less than a one hundred per 
cent response is satisfactory. 

One more word about requests for 
confirmations, before alternative proce- 
dures are considered. I believe that 
more satisfactory response will be made 
to the first request, in some instances, 
if care is taken to furnish the customer 
with information needed by him to 
identify the amounts on the statement. 
[ refer particularly to customers of the 
client who keep no accounts payable 
ledger. Many large corporations and 
national organizations with branches 
will confirm balances if order and in- 
voice number are given for each open 
item but will not do so otherwise. The 
auditor will be able to determine which 
customers are apt to require such in- 
formation, and save time and effort by 
furnishing it in advance. Some Gov- 
ernment departments and agencies will 
respond if given sufficient information. 

When efforts to obtain replies from 
debtors in response to requests for con- 
firmation have failed or when it is im- 
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practicable or unreasonable to attempt 
confirmation, it is necessary to adopt 
alternative procedures. Conclusive evi- 
dence of the authenticity of an account 
is payment of the account. Therefore, 
the auditor will turn to the record of 
payments received subsequent to the 
balance sheet date as the first alterna- 
tive to confirmation. In carrying out 
this procedure the auditor will satisfy 
himself as to two things—first—that 
the record used is genuine and reliable 
—and, second—that the payment 
shown by the record does in fact relate 
to the receivable balance for which veri- 
fication is sought. The auditor may 
rely upon effective internal control as 
to the first requirement. Without such 
assurance, it might even be necessary 
to see customers’ checks as received or 
to obtain duplicate deposit slips direct 
from the bank. As to the second re- 
quirement, it is not enough to see that 
payments have been received from a 
customer in an amount sufficient to 
cover the balance under examination. 
Such payments may be in settlement of 
invoices rendered subsequent to the bal- 
ance sheet date, and the balance with 
which the auditor is concerned may be 
a disputed or disclaimed amount. It is 
necessary that the auditor satisfy htm- 
self that the payment is, in fact, in set- 
tlement of the balance in question. 
When a balance remains unpaid at the 
time of the audit, it will be necessary to 
seek further for proof of authenticity. 
Delivery documents, contracts, corre- 
spondence, orders from the customer, 
and other independent evidence should 
be examined. 

The fourth objective of the audit pro- 
cedures which we are considering is the 
formation of an opinion as to fairness 
of valuation, and as to description and 
classification on the balance sheet, The 
auditor can accumulate much informa- 
tion helpful in forming an opinion as to 
these matters while carrying out proce- 
dures leading to other objectives. For 
example, subsequent payment of an ac- 
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Audit Verification of Inventory Values 


By J. ANpREW Crarts, C.P.A. 


—_ verification of the values at 
which inventories are carried in the 
balance sheet represents one of the most 
important phases of auditing procedure. 
First, the amounts involved are normal- 
ly substantial and material in relation to 
the other assets and, second, the problem 
involves, particularly in a manufactur- 
ing business, an understanding of gen- 
erally accepted accounting principles 
(including cost accounting principles), 
together with an understanding of trade 
practices in the industry concerned and 
a familiarity with the regulations of cer- 
tain Government agencies, particularly 
those applicable to the determination 
of taxable income and the determina- 
tion of allowable costs under Govern- 
ment contracts. 

3efore proceeding to the verification 
of the values it is necessary to consider 
the general principles applicable to the 
pricing of inventories. The Committee 
on Accounting Procedure of the Ameri- 
can Institute of Accountants has issued 
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Accounting Research Bulletin No. 29, 
which covers the fundamentals of this 
subject very completely, and with 
which every public accounting practi- 
tioner should be completely familiar. 
The text of this bulletin is used as a 
basis for the following discussion of 
principles, 

The major objective of accounting 
for inventories is the proper determina- 
tion of realized income through the 
process of matching appropriate costs 
against revenues. The inventory at any 
given date is in effect a residual amount 
remaining after this matching process, 
which residual amount is to be carried 
to future periods. 

The primary basis of accounting for 
inventories is cost, representing the 
sum of the applicable expenditures and 
charges directly or indirectly incurred 
in bringing an article to its existing 
condition and location. Although the 
principles for the determination of in- 
ventory costs may be easily stated, 
their application, particularly to such 
inventory items as work-in-process and 
finished goods, is difficult because of 
the variety of problems encountered in 
the allocation of costs and charges. For 
example, under some circumstances, 
items such as idle facility expense, ex- 
cessive spoilage, double freight; and 
rehandling costs may be so abnormal as 
to require treatment as current period 
charges rather than as a portion of the 
inventory cost. Also, except for the 
portion of general and administrative 
expenses that may be clearly related 
to production, it is generally accepted 
accounting practice to treat such items 
as period charges and to exclude them 
from inventory costs. Selling expenses 
constitute no part of inventory costs. 
The exclusion of all overheads from in- 
ventory costs does not constitute an ac- 
cepted accounting procedure. The exer- 
cise of judgment in an individual situa- 
tion involves a consideration of the 
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adequacy of the procedures of the cost 
accounting system in use, the sound- 
ness of the principles thereof, and their 
consistent application. 

Costs for inventory purposes may be 
determined under any one of several 
assumptions as to the flow of cost fac- 
tors (such as “first-in, first-out’, 
“average”, and “last-in, first-out’’). 
The major objective should be to 
choose that method which, under the 
circumstances, most clearly reflects pe- 
riodic income. Usually the identity of 
goods is lost between the time of acqui- 
sition and the time of sale, with the 
result that it is impractical to attempt 
any precise identification of the actual 
goods used or sold. Where sales prices 
are promptly influenced by changes in 
reproductive costs, an assumption of 
the “last-in, first-out” method may be 
appropriate, otherwise, the ‘“‘first-in, 
first-out’ or “average” methods may be 
properly utilized. In other situations, a 
reversed mark-up procedure of inven- 
tory pricing, such as the retail inven- 
tory method, may be both practical and 
appropriate. Standard costs, if adjust- 
ed at reasonable intervals to reflect 
current conditions, are acceptable. It is 
obvious that financial statements will be 
more useful, if uniform methods of in- 
ventory pricing are adopted by all com- 
panies within a given industry. Trade 
associations in many of the leading in- 
dustries have accomplished a great deal 
in standardizing accounting methods 
along these lines. 

A departure from the cost basis of 
pricing the inventory is required when 
the usefulness of the goods is no longer 
as great as its cost. Where there is 
evidence that the utility of goods, in 
their disposal in the ordinary course of 
business, will be less than cost, whether 
due to physical deterioration, obsoles- 
cence, change in price levels, or other 
causes, the difference should be recog- 
nized as a loss of the current period. 
This is generally accomplished by stat- 
ing such goods at a lower level com- 
monly designated as “market.” A loss 
should be recognized whenever the 
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utility of goods is impaired. The meas- 
urement of such losses is accomplished 
by applying the rule of pricing inven- 
tory at “cost or market, whichever is 
lower.”’ In this connection, the term 
“market”? means current replacement 
cost (by purchase or by reproduction, 
as the case may be) except that: 


(1) Market should not exceed the 
net realizable value (i.e., estimated 
selling price in the ordinary course 
of business less reasonably predict- 
able costs of completion and dispos- 
al) and 

(2) Market should not be less 
than net realizable value reduced by 
an allowance for an approximately 
normal profit margin. In other 
words, where the evidence indicates 
that cost will be recovered with an 
approximately normal profit upon 
sale in the ordinary course of busi- 
ness, no loss should be recognized 
even though replacement or repro- 
duction costs are lower. This might 
be true, for example, in the case of 
production under firm sales contracts 
at fixed prices, or when a reasonable 
volume of future orders is assured at 
stable selling prices. 


The rule of “cost or market, which- 
ever is lower” may properly be applied 
either directly to each item or to the 
total of the inventory (or in some cases 
to the total of the components of each 
major category). The method should 
be that which most clearly reflects pe- 
riodic income. While the most common 
practice is to apply this rule separately 
to each item of the inventory, if there 
is only one end-product category, the 
cost utility of the total inventory may 
have the greatest significance for ac- 
counting purposes. When no loss of 
income is expected to take place as a 
result of a reduction in cost prices of 
certain goods, because other goods 
forming components of the same cate- 
gory of finished products have a market 
equally in excess of cost, such compon- 
ents need not be adjusted to “market” 
to the extent that they are in balanced 
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quantities. The procedure adopted 
should, of course, be applied consist- 
ently from year to year. 

When substantial and unusual losses 
result from the application of the rule 
“cost or market, whichever is lower’, 
it will frequently be desirable to dis- 
close the amount of the loss in the in- 
come statement as a charge separate 
from “cost of goods sold.”’ 

The basis of stating inventories must 
be consistently applied and should be 
disclosed in the financial statements. 
Whenever a significant change is made 
therein, there should be a disclosure of 
the nature of the change and, if mate- 
rial, the effect on income. 

Accrued net losses on firm purchase 
commitments of goods for inventory, 
measured in the same way as are inven- 
tory losses, should be recognized in the 
accounts. The amounts thereof should, 
if material, be separately disclosed in 
the income statement. The utility of 
such commitments is not impaired, and 
hence there is no loss, when the 
amounts to be realized from the dis- 
posal of the future inventory items are 
adequately protected by firm sales con- 
tracts or when there are other circum- 
stances which reasonably assure con- 
tinuing sales without price decline. 

The above principles have been laid 
down as applicable to business in gen- 
eral, including both the trading and the 
manufacturing concerns. In the manu- 
facturing concern, however, there are 
special factors which must be consid- 
ered in the determination of the cost to 
be applied to work-in-process and fin- 
ished goods in the balance sheet, as dis- 
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tinct from the cost determined for 
purposes of the income statement under 
the accounting routines in effect. If the 
factory overhead costs have been 
under-absorbed by charges to work-in- 
process during the period to a material 
extent, it is apparent that the cost of the 
finished product in the inventory, so 
determined, is less than a proper and 
actual cost and vice versa. If, under 
standard cost procedures, the variances 
are of material amounts, the standard 
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costs applied to work-in-process and 
finished goods in the balance sheet will 
be incorrect. Unless such variations 
can be assigned as idle facility expense 
or to some other category which should 
be treated as a current period charge, 
under the principles set forth above, it 
may be necessary that the unit costs of 
the inventories of work-in-process and 
finished goods be recomputed for bal- 
ance sheet purposes, 

In connection with the “last-in, first- 
out’’ method it should be noted that, if 
the inventory values so determined are 
above market, adjustment or disclosure 
is required. It would likewise appear 
desirable and informative to disclose 
any substantial or material understate- 
ment of inventory values with relation 
to replacement cost. 

Regulation S-X of the Securities and 
Exchange Commission, which sets 
forth the accounting requirements ap- 
plicable to the majority of the registra- 
tion statements and annuai_ report 
forms under the Securities Act of 1933 
and the Securities Exchange Act of 
1934, contains the following instruc- 
tions as to inventories: 

“(a) State separately in the balance 
sheet or in a note therein referred to, major 
classes of inventory such as (1) Finished 
Goods; (2) Work in Process; (3) Raw 
Materials; and (4) Supplies. Any other 
classification that is reasonably informative 
may be used. 

“(b) The basis of determining the 
amounts shown in the balance sheet shall 
be stated. If a basis such as ‘cost’, ‘market 
or ‘cost or market, whichever is lower’ is 
given, there shall also be given to the ex- 
tent practicable a general indication of the 
method of determining the ‘cost’ or ‘mar- 
ket’: e.g., ‘average cost’ or ‘first-in first- 
out’.” 


As to the cost of goods sold this 
same regulation contains the following: 


“(a) State here the amount of cost of 
goods sold as regularly computed under 
the system of accounting followed. If open- 
ing and closing inventories are used in the 
computation, state amounts of such inven- 
tories here or in a note referred to and 
state the basis of determining such 
amounts.” 


The rules as to accountants’ certifi- 
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cates in this regulation require that the 
accountant state whether the audit was 
made in accordance with generally ac- 
cepted auditing standards applicable in 
the circumstances and whether there 
was omitted any procedure deemed 
necessary by the accountant under the 
circumstances of the particular case. 

Federal Income Tax Regulations 111 
contain some very informative rules as 
to the handling and valuation of inven- 
tories. The accountant must recognize 
that these regulations have been pre- 
pared very carefully by expert drafts- 
men for general application, on the 
basis of the experience of the Treasury 
Department and the Court decisions 
over a long period of vears. They are 
well worthy of careful study by any 
student of accounting. Without at- 
tempting to set forth the contents of 
these regulations your attention is 
called to certain of the basic provisions 
included therein as follows: 

The valuation of inventories must 
conform to two tests: 

“(1) It must conform as nearly as may 
be to the best accounting practice in the 
trade or business, and 

(2) It must clearly reflect the income.” 


* * * 


“In order clearly to reflect income, the 
inventory practice of a taxpayer should be 
consistent from year to year, and greater 
weight is to be given to consistency than 
to any particular method of inventorying 
or basis of valuation. .. .” 

“Any goods in an inventory which are 
unsalable at normal prices or unusable in 
the normal way because of damage, imper- 
fections, shop wear, changes of style, odd 
or broken lots, or other similar causes, in- 
cluding secondhand goods taken in ex- 
change, should be valued at bona fide selling 
prices less direct cost of disposition. .. .” 
Such regulations also provide that 

“The following methods, among others, 
are sometimes used in taking or valuing 
inventories, but are not in accord with 
these regulations, viz. : 

“(1) Deducting from the inventory a re- 
serve for price changes, or an estimated 
depreciation in the value thereof. 

“(2) Taking work in process, or other 
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parts of the inventory, at a nominal price 
or at less than its proper value. 

“(3) Omitting portions of the stock on 
hand. 

(4) Using a constant price or nominal 
value for so-called normal quantity of ma- 
terials or goods in stock. 

“(5) Including stock in transit, shipped 
either to or from the taxpayer, the title 
to which is not vested in the taxpayer.” 


In planning the audit verification of 
the inventory values, it is important 
that the procedure be adequate for the 
purpose and also that it should not con- 
sume an amount of time which is un- 
reasonable with relation to the objec- 
tives of the engagement. In planning 
such audit procedures it is pertinent to 
consider the basic principles set forth 
in the booklet published by the Ameri- 
can Institute of “Accountants under the 
designation “Examination of Financial 
Statements by Independent Public Ac- 
countants.” These principles prescribe 
that the accountant shall check the ac- 
curacy of the computations, footings 
and recapitulations of the inventory 
sufficiently to be satisfied as to the sub- 
stantial accuracy of the clerical work 
performed ; and also that the goods are 
valued in accordnace with the usual 
commercial practice—that is, at “cost 
or market, whichever is lower’, or 
some other reasonable basis which is 
accepted as sound accounting practice 
in the particular trade or business. As 
to quality and condition of stock the 
accountant must rely principally for in- 
formation upon the responsible officers 
and employees of the company. It is 
generally agreed that while the training 
and experience of an independent cer- 
tified public accountant do not qualify 
him as a general appraiser, valuer or 
expert in materials, he should under- 
take such procedures as are necessary 
to satisfy himself as to the credibility 
of the representations of the manage- 
ment as to the condition of materials. 
In verifying inventory cost prices the 
accountant should ascertain that trade 
discounts are deducted; that cash dis- 
counts are or are not deducted on a 
consistent basis depending upon the 
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practice of the trade and of the particu- 
lar company concerned. Market prices 
may be determined by obtaining cur- 
rent quotations, consulting trade jour- 
nals and by comparison with recent 
purchases. Replacement costs should 
be considered and also selling prices 
less shipping and selling expenses. In 
the case of raw materials and merchan- 
dise purchased, the accountant should 
make a test comparison of cost prices 
used with purchase invoices or other 
sources of information. He should also 
effect a general examination and test 
of the cost system in force as the best 
means of checking the cost of the work- 
in-process and finished goods; see that 
no selling expenses, interest charges or 
administrative expenses are included in 
the factory overhead cost (except so 
far as administrative expenses apply to 
production ) ; see that any interdepart- 
mental or intercompany profits are 
eliminated from the inventories; and 
that the factory overhead cost is equit- 
ably distributed over the various de- 
partments, shops and commodities. He 
should ascertain whether overhead allo- 
cation is based on actual production or 
normal capacity (with preference to the 
latter). If duties, freight, insurance 
and other direct charges have been 
added, the amounts should be tested to 
ascertain that they are proper. He 
should give consideration to the possi- 
bility that obsolete, excessive, damaged 
or unsalable stock may be included in 
the inventories at greater than realiz- 
able values; make test of detailed stock 
records to determine if the quantities 
are reasonable in relation to average 
consumption and purchase; and discuss 
with responsible officials. 

He should make inquiry to ascertain 
if the company has discontinued the 
manufacture of any of its products dur- 
ing the vear; if so, the inventory of such 
products or parts thereof should be 
carefully scrutinized and_ provision 
made for anticipated losses. 

In the case of part shipments or un- 
completed contracts, it is preferable not 
to take up profits except in cases where 
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the information available clearly indi- 
cates that a partial profit has been 
realized. He should ascertain from the 
contracts the selling prices for contract 
work in progress and, if it is apparent 
that there will be a loss on the com- 
pleted contract, provision should be 
made for the estimated loss. 

He should check the inventory total 
by the “gross profit test”, comparing 
the percentage of gross profit with that 
of previous years. In a business in 
which the average gross profit has been 
fairly constant, this test is satisfactory ; 
if the rate of gross profit is not main- 
tained and the discrepancy cannot be 
explained by a rise or a fall in the cost 
of production or in the selling prices, 
the difference may be due to errors in 
the inventory. 

He should ascertain that the inven- 
tories at the beginning and at the end of 
the period are stated on the same basis, 
determined generally in the same man- 
ner, or if not, the approximate effect on 
the operating results. 

Advance payments on account of 
purchase contracts for future delivery 
should preferably be shown in the bal- 
ance sheet under a separate heading. If 
stocks have been hypothecated, that fact 
and the book value of the stocks hy- 
pothecated should be stated on the bal- 
ance sheet. 

Whenever a cost system is not ade- 
quately controlled by the financial ac- 
counting, special attention is required 
in determining the values of the inven- 
tories of work-in-process and of fin- 
ished goods. In such cases it will be 
necessary to review and evaluate the 
cost routines in effect, if any, and to 
ascertain that the basis of pricing the 
inventory is substantially accurate and 
consistent. 

In some manufacturing companies 
the accountant will find that no cost 
system is in effect. In such cases the 
quantities must obviously be deter- 
mined by a physical inventory ex- 
pressed in terms of the respective stages 
of completion and material content of 
the work-in-process. The prices used 
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must be determined as to each stage of 
completion and each stage of material 
content on the basis of direct material, 
direct labor and factory overhead ap- 
plied. Such prices should be deter- 
mined by the management on the basis 
of adequate procedures, which should be 
carefully reviewed and tested by the 
accountant to satisfy him as to their 
substantial accuracy. 

In general, the accountant should as- 
certain that all generally accepted ac- 
counting principles applicable to the 
circumstances are being carried out on 
a consistent basis. 
due reliance on any system of internal 
control regularly maintained by the 
client’s organization, but by appropriate 
measures should satisfy himself that 
such internal control routines are in 
fact being followed. 

From a practical standpoint it is al- 
ways helpful for the accountant to 
understand the varying points of view 
of management. In some manufactur- 
ing companies he will find that the ac- 
counting is dominated by the old-school 
type of production executive, who 
avoids the refinements of adequate cost 
accounting and who provides a some- 
what inadequate basis for substantiat- 
ing the prices used in the inventory. In 
other cases he will find that in a year 
of high taxes the closing inventory is 
valued on an extremely conservatively 
low basis which, while proper in itself, 
is not consistent with that of the open- 
ing inventory. He may find that in an- 
ticipation of public financing or exten- 
sions of credit from banks the inventory 
is stated on an optimistic or high basis. 
He may find that inadequate accounting 
procedures or carelessness have re- 
sulted in inaccurate determination of 
values, either plus or minus. In such 
cases the accountant should see that the 
values as to which he certifies are ac- 
curate and proper and should remember 
that he has a real and substantial re- 
sponsibility in that connection. He is 
staking his professional reputation 
when he gives an opinion as to the bal- 
ance sheet of his client and he cannot 
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afford to have his professional reputa- 
tion damaged by any possible disclos- 
ures of negligence or lack of profession- 
al ability. 

It may be interesting to review cer- 
tain of the practical problems with 
regard to inventory valuations which 
have been met by the writer in the 
course of his practice, 

In auditing the accounts of a group 
of affiliated manufacturing companies 
for purposes of certifying a consoli- 
dated balance sheet, it was found that 
substantial sales had been effected by 
certain companies of the affiliated group 
to other companies within the group, 
and that by reason of certain practical 
difficulties in the determination of the 
amount of unrealized profits on such 
intercompany sales, included in the 
opening and closing inventories, such 
profits had not been eliminated, nor had 
it been the practice in the past to dis- 
close in the balance sheet the existence 
or the amount of such unrealized 
profits. In this instance the amount of 
unrealized profits was determined by a 
special study of the facts and a correc- 
tion made by eliminating such inter- 
company profits from the inventory as 
stated in the consolidated balance sheet. 

In reviewing the prior years’ tax 
returns of a manufacturing corporation 
it was found that at the close of a given 
year the corporation had had an abnor- 
mally large inventory of its basic raw 
material; that the prices of such basic 
raw material were continuing to de- 
cline ; and that a substantial adjustment 
for anticipated decline in value had been 
deducted from the closing inventory as 
stated in the balance sheet and profit 
and loss statement. The effect of this 
adjustment had been to transfer taxable 
income from a year in which the tax 
rates were relatively low to another 
vear in which the rates were high. 
Obviously the deduction for anticipated 
price decline was improper and the cor- 
rection resulted in a substantial tax re- 
fund to the corporation. 

In an audit of the accounts of a man- 
ufacturing corporation it was found 
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Audit Verification of Inventory Values 


that there was a very substantial inven- 
tory of work-in-process representing 
materials being manufactured under a 
Government contract. The cost routines 
were entirely adequate and the costs 
were verified in a satisfactory manner. 
The management was requested to fur- 
nish an estimate of the cost to complete 
the contract in question, and it was 
found that the costs already incurred 
plus the estimated costs to complete 
were considerably in excess of the con- 
tract price which would be realized 
upon completion and delivery. Obvi- 
ously it was necessary to reduce the 
value of this inventory to the net real- 
izable value and further to disclose in 
a footnote to the balance sheet the prob- 
able additional loss which would be in- 
curred in the completion of such 
contract. 


In auditing the accounts of a manu- 
facturing company it was found that the 
rate used for the application of factory 
overhead to manufacturing cost was 
considerably lower than the actual 
overhead, with the result that there was 
a substantial unabsorbed overhead bal- 
ance at the end of the year, which was 
charged off to expense. The inven- 
tories of work-in-process and finished 
goods were stated in the balance sheet 
at the unit costs determined by the cost 
system. Such inventories were obvi- 
ously understated by that portion of the 
unabsorbed factory overhead, which 
had not been included in the unit costs. 
Inasmuch as the amounts involved were 
substantial and material the unit costs 
were recomputed and the balance sheet 
values increased. 


The same situation results from the 
use of standard costs where the amount 
of the variances is sufficiently large to 
indicate a substantial and material er- 
ror in the standard costs used for pur- 
poses of pricing the work in process 
and finished goods. Where thé amount 
of such variances is large enough to be 
material, and investigation reveals that 
the cause of such variances does not fall 
in a category which would warrant 
charging the amount thereof to the pe- 
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riod concerned, the inventory values 
should be refigured on a proper basis. 

In some cases it will be found that 
the volume of production in a factory 
has been so abnormally low as to inflate 
the actual costs of production far be- 
yond the normal cost by reason of the 
high unit cost of fixed overhead 
charged to the product. In such cases 
the normal unit cost of fixed overhead 
should be determined and applied to the 
production for the period, including the 
residual inventories. The unabsorbed 
fixed overhead, under these circum- 
stances, is a proper charge to expense 
of the period, as the cost of idle 
facilities. 

Certain industries dealing in so- 
called by-products and joint-products 
present special problems. In general, 
where the by-products are minor in 
amount as compared to the main prod- 
ucts, the net yield from the sale of by- 
products is often treated as a reduction 
of the cost of the main products, while 
the inventories of by-products are 
priced at estimated sale price less cost 
of distribution, Where the by-products 
are relatively substantial in amount, or 
where there are joint-products, it may 
be necessary or desirable to arrive at 
some fair and reasonable basis of allo- 
cating the purchase and_ processing 
costs against the respective products. 
Frequently this basis must be arbitrary 
in certain respects. Usually the cus- 
toms of the trade or industry concerned 
have established a standardized and 
reasonable basis for the treatment of 
such items. 


In the imported china business the 
determination of “landed cost” as to 
inventories presents many interesting 
problems by reason of the necessity for 
apportioning the cost of foreign ex- 
change, import duties, ocean freight, 
insurance, warehouse costs, transporta- 
tion and other charges to the many 
types, sizes and patterns of the respec- 
tive pieces of china concerned. This 
business likewise presents certain prob- 
lems with regard to the valuation of 
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broken sets of china, discontinued pat- 
terns and the like. 

The industrial diamond business has 
certain peculiar problems as to inven- 
tory valuations. Such diamonds are 
usually bought by dealers in lots con- 
taining a considerable variety of sizes 
and grades. These lots are usually re- 
sorted into the various grades and sizes 
in which they are normally sold to the 
trade. The per carat value of these 
various sublots will vary substantially, 
with the result that it becomes neces- 
sary to apportion the aggregate cost 
of the entire lot purchased over the 
various sublots into which the dia- 
monds may be sorted, and further, to 
merge such apportioned costs into the 
various standard categories of the in- 
ventory. Furthermore, as diamonds are 
sold from these respective categories 
it becomes necessary to determine the 
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applicable cost of the diamonds sold and 
to revise the average cost of the residue. 

The determination of costs under the 
rctail inventory method involves many 
problems peculiar to itself. Inventories 
in foreign countries involve the transla- 
tion of costs in foreign currencies to 
U. S. dollar costs and the treatment of 
fluctuations in exchange rates between 
the dates of manufacture or purchase 
and the balance sheet date. 

The above discussion purports merely 
to set forth the general principles ap- 
plicable to the determination and veri- 
fication of inventory values, together 
with a reference to the basic sources of 
authority for such principles. The ap- 
plication of these principles to any given 
situation requires a careful study of 
the particular facts concerned and the 
customs of the trade or business con- 
cerned as a basis for the interpretation 
and application of these principles. 
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Audit of Accounts Receivable 


count is conclusive evidence of its value. 
Special steps relating to this objective 
will include discussion of accounts with 
the credit manager or treasurer or 
whatever person has _ authoritative 
knowledge of the accounts; examina- 
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Continued from page 286) 


tion of returns and allowance records 
subsequent to the balance sheet date; 
and reference to independent evidence 
of the customer’s ability to pay, such as 
credit reports and financial statements 
of the customer. 
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The Cost and Value Controversy 


By Maurice E. Perouset, C.P.A. 


ie one of his musical comedy hits, the 
inimitable Victor Moore was asked 
rather roughly by one of the characters, 
“Are you a man or a mouse?” Victor 
Moore gave him one of his characteris- 
tic pitiful and bewildered looks and 
asked, “Isn't there anything in be- 
tween.” That, to me, is a fair summing 
up of the position of a large part of the 
accounting profession, both in public 
work and private employ. They are 
faced by the question, “Is corporate 
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stewardship and responsibility an obli- 
gation to maintain intact the corporate 
capital in property: tangible or intan- 
gible assets, or is corporate stewardship 
and responsibility solely directed to- 
wards maintaining the monetary capi- 
tal of the enterprise?” In these days of 
mild inflation at home, severe inflation 
abroad, managed currency everywhere, 
and currency with a metallic base a 
thing of the past, it is hardly possible 
to come right out plainly and clearly 
and say that corporate responsibility 
and stewardship is discharged by mere- 
ly maintaining the capital in dollars, at 
whatever their value might be. There 
are enterprises where the mere mainte- 
nance of the dollar capital is a proper 
and adequate discharge of corporate 
stewardship and responsibility. Such 
enterprises are mere dealers in dollars 
without any regard to their value. Life 
insurance companies, banks, mortgage 
companies, loan associations, are ex- 
amples of this type of enterprise. The 
premiums received by an insurance 
company over twenty years ona policy 
may be three or four times the value of 
the policy in purchasing power at the 
date of death of the insured. Premiums 
of $250 per year on a $10,000 policy 
over thirty years would amount to 
$7,500—the purchasing power of that 
money, as it was paid in, would be 
closer to $15,000 in present dollars. 
All this is a serious matter to the in- 
sured and to the beneficiary, but it is 
of little concern to the life insurance 
company, The life insurance company 
did nothing but contract to deliver dol- 
lars to be paid to a specified beneficiary 
on the happening of a specified event. 
If the insurance company receives an 
adequate dollar income in depreciated 
dollars and if it gets back its nominal 
monetary investment in depreciated 
dollars, it can pay off its obligation in 
depreciated dollars and no one is the 
worse off except the unfortunate policy- 
holder. The insurance company, how- 
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ever, has kept its contract and has satis- 
fied the requirements of its corporate 
stewardship and responsibility. 

The same is true with a bank. A bank 
may lend money when the value of 
money is high, it may collect when it is 
low. The bank does not need to worry 
about this because its obligations are in 
dollars, It does not even assume the 
dollar value is different. It just doesn’t 
care; there is no reason it should. It is 
doing its job and it is carrying out its 
contract obligations. The inequalities 
from a purchasing power point of view 
may be as great on one side as on the 
other. The stockholders of the bank, 
however, may suffer. They may have 
made an investment in high value dol- 
lars some years ago and may now be 
receiving income in current depreciated 
dollars. 

In manufacturing, trading and serv- 
ice enterprises, the situation is entirely 
different and even those members of 
the accounting profession who do not 
desire, or who even shrink from, 
change are sure to agree that there is 
a question and that there is a problem. 
They have, however, two “in between” 
answers. One is, “While the value of 
the dollar has gone down it hasn’t gone 
far enough to be really serious.” The 
other is, “The value of the dollar always 
goes down after a war, always comes up 
again, it always has, it always will, 
therefore, we should not be unduly dis- 
turbed by a temporary condition.” 

I can think of nothing which would 
make me happier than to agree with 
those of my colleagues who adopt this 
reasoning. I disagree with them defini- 
nitely but unwillingly. Assuming an 
orderly evolution of our society in ac- 
cordance with the forms of law and 
without violence except as we have it 
now, sporadically and in small amounts, 
and without widespread political revo- 
lution, I cannot see how there is any 
possibility within the lifetime of any- 
one in this room for prices to go down 
to where they were fifteen or twenty 
years ago. I am willing to admit that 
past economic events seem to indicate 


296 


that prices generally go down after war- 
time inflation but I think before we 
assume this will happen we must face 
a few vital facts. 


If conditions were the same as in the 
past, I could agree with reasoning 
based on past results. But we know 
that conditions are quite different. Re- 
liance that the economic future will 
parallel the economic past is based on 
the assumption that we will operate on 
a currency with a metallic or other 
fixed base, that we will operate under 
conditions of comparatively unrestrict- 
ed trade movements and that there will 
be comparatively unrestricted move- 
ment of foreign exchange and individu- 
als between countries. None of these 
conditions exist nor are they likely to 
exist again for many years, if ever. No 
government, once it realizes what an 
enormous increase of its power is 
brought about by the use of a managed 
currency, will ever give it up. Someone 
may tell us that we had an irredeem- 
able currency after the Civil War until 
1873. That is true, but we did fiot have 
a managed currency and the govern- 
ment had no intention of maintaining 
an irredeemable currency indefinitely, 
Furthermore, the pressure of the gold 
pound sterling, which was the standard 
in effect throughout the rest of the 
world, was too strong on this country 
to be resisted. 

Now, however, we have managed 
currencies in practically all countries. 
This means, in plain words, that the 
government can increase or decrease 
the amount of money in a country at 
will. The government seldom wishes to 
decrease the amount of money in a 
country. It seldom wishes to increase 
interest rates. It seldom wishes to de- 
crease its own expenditures and it sel- 
dom wishes to decrease the total of its 
collections. A very enlightened govern- 
ment may realize that under some cir- 
cumstances it can get more tax by lower 
rates but its purpose is to get a larger 
amount of tax to take care of the ever- 
increasing requirements for govern- 
ment spending. 
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The Cost and Value Controversy 


In addition to, and partly as a corol- 
lary to, increased government spending, 
government debts, and tax require- 
ments, we have a tendency, probably 
never experienced on any great scale 
in an industrial country before the pres- 
ent era, for wages to increase faster 
than productivity. This necessarily re- 
sults in inflation of the dollar over a 
period although its effects are irregular 
and delayed. We cannot continue to 
take out more in wages than is put in 
in productivity without decreasing the 
value of the monetary unit in which the 
wages are paid. Furthermore, there are 
many things which will make substan- 
tial reduction in wages, during even a 
serious recession in business, improba- 
ble if not impossible. We operate un- 
der a very high minimum wage law. 
Other devices, such as the Walsh- 
Healy Act, tend to maintain high 
wages. We have the direct action of 
the government in paying high wages 
to hold employees and to get them from 
industry. In times of recession or de- 
crease in production, we will undoubt- 
edly have public works projects taking 
up the slack of employment at prevail- 
ing rates. All this makes for rigidity or 
a rising tendency in wage rates and 
there is, in my opinion, no immediate 
prospect of change. When I say im- 
mediate I mean ten, twenty, or thirty 
years. In view of all this, I am unable 
to agree with those of my colleagues 
who say that it isn’t serious and even 
if it were serious everything will go 
back to the way it was before the war 
or lower. That just can’t happen, in 
my opinion, because we don’t have the 
same conditions. Our old type of gov- 
ernment is called by some, I believe, 
the “Umpire” state. The kind of gov- 
ernment we have now is called by a 
number of names. The names you call 
the government depend to a certain ex- 
tent upon your politics or the sort of 
breakfast you’ve had, but, in general, 
if you like the present kind of govern- 
ment you call it the Welfare State or 
some other name that indicates that it 
is a government responsive to the needs 
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of the people, but if you do not like 
such a government you call it a Planned 
Economy, a Hand-out State, an Eco- 
nomic Dictatorship, Disguised Social- 
ism, or some other more or less de- 
rogatory name indicating that it is a 
government which has taken great and 
presumably improper power for itself. 
Whatever your feelings towards the 
government, whatever names you call 
it, there is no disagreement about what 
it does and how it does it. 

Some government operations are 
quite difficult to understand and are 
obscurely expressed. It may be that it 
is impossible to express some govern- 
ment operations clearly. In any event 
the workings of many government pro- 
grams and projects are not thoroughly 
understood, and, therefore, the final ef- 
fects are not. Whether the proponents 
of all of these methods understand the 
final effects is doubtful also, but we can 
be sure of the final result. The result 
will be more and more power for the 
government and less and less value for 
the dollar. As individuals we may well 
deplore this condition, we may fight it 
politically, but as those who are respon- 
sible for the proper exercise of corpo- 
rate stewardship, we can do little more 
than Margaret Fuller did with the Uni- 
verse, that is, accept it. 

If we accept these conclusions, we 
must also agree that corporate steward- 
ship and responsibility is for property, 
things, tangible and intangible rights 
of value and is not a responsibility for 
the mere maintenance of money capital. 
We are then faced with the question, 
“Does Accounting on a cost basis only, 
when cost is expressed in terms of dol- 
lars varying widely in value in different 
years, give management the records 
needed for the proper operation of a 
corporate enterprise and for a proper 
discharge of the corporate steward- 
ship.” I do not see how there can be 
any other answer than “No” to that 
question. 

I am reminded of a successful busi- 
nessman in a small town in the West. 
There was some question of excess 
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profits tax. It appeared that the best 
basis for this company was invested 
capital. The sons quizzed the old man 
about the original capital and he said, 
“If you really want to know what the 
original capital of this company is, I 
think I can show you, If you go up 
into the loft, in a corner, you will find 
hung on one of the beams an old pack 
that [ had on my back when I first came 
to this town. I decided that it was a 
good town, I opened a store and that 
was the original capital. It was the 
only capital that ever went into this 
business from the outside.” All the rest 
of the capital was represented by the 
buildings, the stock-in-trade, the con- 
tract commitments the firm had. It was 
not necessarily represented by any par- 
ticular amount of money, it was not 
represented by any securities and the 
fact that the company’s worth was 
represented by dollars did not mean 
that they had dollars as property. The 
capital the old man started with was 
things. The capital that he and_ his 
sons had built up was things, buildings, 
delivery wagons, stock-in-trade ; and the 
capital that his sons had to preserve 
and maintain from thenceforth was 
those same things. The amounts in 
which it was expressed were compara- 
tively unimportant. 

If this capital is not maintained we 
will find ourselves in a position like, for 
example, the textile and coal industries 
in England. Whether capital is de- 
stroved or eroded by excessive taxes or 
by excessive payments to proprietors, 
which is the same as mz iking an insuffi- 
cient provision for replacement, renew- 
al and improvement of machinery and 
equipment, or whether it is taken away 
in the form of excessive wages, the re- 
sult is the same. In those industries 
where the machinery gets older and 
older, where replacement and improve- 
ment is more and more inadequate, 
where any machines which will turn 
out a product which can be sold at all 
are supposed to be modern and efficient 
machines, the inevitable result of the 
failure to improve, advance or maintain 
is higher costs, lower and lower pro- 
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ductivity, smaller and smaller profits. 
It means a gradual drying up of indus- 
try. The industrial climate will suffer a 
change, somewhat like that of North 
Africa, where under the Carthaginians, 
it Was a prosperous country, but where 
winds from the Sahara pushed the 
sands up further and further, gradually 
reducing the fertile area, producing a 
desert at places almost to the edge of 
the sea. 

Now, if we agree that what has been 
said is a reasonably correct statement 
of the conditions, what are we going to 
do about it? First, we must find out 
what the value of plant, buildings, ma- 
chinery and equipment is in present-day 
dollars. We must make a proper annual 
charge to income for this. We must see 
to it that proper additional annual 
charges to income result in retaining in 
the business amounts to be used sooner 
or later for the replacement, extension 
and improvement of the buildings, 
plant, machinery and equipment. 

We may not be able to obtain’ the 
exact facts and figures for this but we 
can come close enough for all practical 
purposes, certainly close enough to pro- 
vide a reasonable safeguard for our- 
selves. Before the Securities and 
Exchange Commission took a positive 
and opposed position on replacement 
depreciation, several companies had 
made good estimates of depreciation on 
replacement values and several com- 
panies are still publishing these esti- 
mates as supplementary information. 
Almost everyone has replacement 
values for insurance. The difficulties of 
obtaining replacement values and de- 
preciation figures have been exagger- 
ated, At present all we can put aside is 
subject to income taxes. We are taxed 
on everything which is put aside for 
replacement. However, if enough is 
said, if enough companies adopt a rea- 
sonable method for their accounts, if 
we can once get the accounting profes- 
sion to agree that provision for replace- 
ment is proper and necessary it will be 
difficult for the Bureau of Internal 
Revenue and the Treasury Department 
to hold out long against legislation 
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which will permit the deduction of re- 
placement depreciation from taxable 
income. 

We cannot maintain our present 
position in productivity and in techni- 
cal advancement unless we recognize 
the necessity of providing for the im- 
provement of our mechanical plant and 
equipment. Our position can be jeopar- 
dized and hampered by oppressive and 
ill-advised taxation such as we have at 
present. It can be damaged by the ex- 
cessive demands of labor and possibly 
by the excessive demands of stock- 
holders who see apparent profits which 
do not really exist. So long as manage- 
ment realizes this difficulty, so long as 
management knows that it must replace 
and improve, and so long as manage- 
ment realizes that money which should 
be spent for replacement is now being 
taken away in the form of taxes, is 
being paid to labor in the form of ex- 
cessive wages, is being demanded by 
stockholders in the form of dividends, 
it is the duty of management to state 
clearly what should have been spent 
and what has been reserved for replace- 
ment. Management should spend for 
replacement of machinery, plant and 
equipment what is left of it, after taxes 
and other demands, as wisely as pos- 
sible. It should also make it perfectly 
clear to the public and the government 
that what remains, after taxes and the 
various other demands made upon cor- 
porate income, is generally insufficient 
for full and adequate replacement and 
maintenance, and management should 
generally indicate the extent to which it 
believes the provision for replacement 
in depreciated dollars is insufficient to 
replace or maintain capital originally 
acquired for higher-valued dollars. The 
responsibility is basically that of man- 
agement and of management's advisers. 
The interest of management in main- 
taining the industrial fabric of the 
country is great but it is no greater 
than the interest of labor. However, 
neither government nor labor seem to 
be aware of what is happening. All 
sections of management do not see what 
is coming, but some do. The first step 
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towards preventing the evaporation of 
our industrial capital is for those mem- 
bers of the management group who 
realize this situation to convert their 
colleagues and their advisors; the sec- 
ond step, is probably to convert those 
government officials and_ legislators 
concerned with this problem and if that 
is done, it is possible labor and inves- 
tors can finally be persuaded that it is 
better to have a cow and milk her and 
set aside enough from the milk money 
to replace the cow than it is to have one 
enormous, glorious steak barbecue and 
then do without milk forever. 


*k Ok Ox 


Bibliography 

The literature on the subject of cost 
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Business Income and Price Levels— 
An Accounting Study, by George 
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The Problem of Depreciation— 


1920 Versus Today 


By Geracp S. Kout, C.P.A. 


I N accounting, as in other human af- 
fairs, it may be said that history 
repeats itself. A careful study of the 
literature of accountancy shows clearly 
that inflation is today affecting depre- 
ciation, renewal cost of fixed assets, 
and inventory pricing, in precisely the 
way that it did in the years following 
1919, A re-examination of the articles 
written by accountants in their profes- 
sional journals during the period 1918 
to 1920 shows equally clearly that the 
problems which engrossed their atten- 
tion then were the same as those con- 
fronting them today. 

The United States was in the midst 
of a drastic period of inflation in 1920. 
As a consequence, accountants were 
then discussing problems similar to 
those of today and arriving at about the 
saine conclusions as now. Since we are 
not, therefore, traveling a new path, 
but instead are retracing a cycle, it 
might be useful to review the thinking 
of some representative accountants of 
that era and compare it with those of 
today. 

The inflationary periods of the 1920's 
and the 1940's follow closely upon two 
world wars. This suggests that war 
may generate economic maladjustments 
so severe as to start the forces of infla- 
tion into action. We know from experi- 
ence that during the early stages of in- 
flation there is a period of false prosper- 
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ity. This occurs because at first prices 
rise faster than costs. It is only when 
costs begin to overtake prices that eco- 
nomic stability is endangered. This 
danger point does not arrive unan- 
nounced. In fact, accountants in 1920 
were duly warned regarding the bane- 
ful effects of inflation and advised to 
take remedial steps in accounting prac- 
tice. 

Theories regarding the cause of in- 
flation were first developed deductively 
by John Locke and others in the latter 
part of the seventeenth and the early 
part of the eighteenth centuries. In 
expounding their initial theories on 
price fluctuations, these men were lim- 
ited to deductive thinking because ade- 
quate business statistics were not then 
available. Later economists were able 
to use inductive reasoning because by 
then enough data had been collected to 
permit the development of reliable price 
and cost-of-living indexes. As early as 
1918, accountants saw the possibility of 
applying such indexes to financial state- 
ments in a manner designed to com- 
pensate for discrepancies or lack of 
comparability caused by the changing 
value of money. Thirty years later, the 
principle was actually incorporated into 
the labor contract of one big corpora- 
tion. That contract provided for wage 
adjustments on the basis of a cost-of- 
living index. 

In reviewing accounting principles 
and practices in vogue three decades 
ago, one should bear in mind that ac- 
countants of that date did not have the 
benefit of a codifying agency such as 
the present Committee on Accounting 
Procedure of the American Institute of 
Accountants, nor were facilities for 
general discussion as available as they 
are today. Despite this lack, the prob- 
lems of depreciation and renewal cost 
were posed succinctly by John Bauer in 
the December, 1919, issue of the Jour- 
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nal of Accountancy, when he warned 
that, 


“Industrial management faces a grave 
danger during a period of rising prices in 
that revenues or gross earnings show the 
full effect immediately, while many of the 
additional costs are more hidden and are 
not tully disclosed in the accounts as they 
are incurred but finally cannot be avoided. 
This results for a time in an overstatement 
of profits and unjustified payment of divi- 
dends or withdrawal of earnings, but in 
the end means waste of capital and loss of 
income. ... 

“I wish to discuss one particular cost 
which is being generally overlooked, but 
which, in the end, will have to be faced 
by all business and society at large—the 
allowance for depreciation on renewal of 
industrial plant... . 

. If the present level (of prices) con- 
tinues, or is maintained to such extent that 
renewals will cost more than property re- 
tired, the recognized allowance for renewals 
is inadequate and should be raised in pro- 
portion to the higher prices. 

; The purpose of management cer- 
tainly must be to maintain the physical 
plant, and to keep up production without 
drawing upon capital funds. If this be true, 
then when the price level has risen, the 
charge to operation for renewals should 
net be the original cost of property retired, 
but the cost of new property which in func- 
tion and ial is required to replace 
the old. 


This sania not only illustrates 
how the problem of 1920 parallels that 
of today, but it also reveals how well it 
was then understood. There were, of 
course, other accountants at that time 
who did not agree with Bauer in his 
conclusion that operations should bear 
the added expense of renewals. Ernest 
S. Rastall, two months later, in Febru- 
ary, 1919, writing in the same maga- 
zine, declared that, 

. To set up replacement reserve or 
even an enlargement reserve by a debit to 
surplus and a credit to reserve would be 
permissible, but it would not be correct 
procedure to charge it to surplus via the 
operating route. 

W. A. Paton, in the July, 1920, 
Journal had the following to say re- 
specting the above two articles: 

“An elaborate argument can be made cn 
either side of this proposition. It has been 
the ag of this paper merely to point 
out the limitations inherent in accounting 
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as a means of showing comparative eco- 
nomic well-being. ... 

“Now, while it is perhaps not unreason- 
able to argue that the accountant should 
prepare supplementary statements at the 
end of each period designed to show—by 
making proper allowance for the change in 
the value of money—the true comparative 
economic status of the enterprise, it should 
be emphasized that it is, above all, impor- 
tant that the financial statements present as 
accurate as possible a picture of current 
status and current results in terms of the 
actual dollar at the date of the statements 
and this is a matter not of general price 
movements—which may be said to express 
fluctuations in the significance of money— 
but of specific price changes.” 


L. Middleditch, in the February, 
1918, issue of the Journal of Account- 
ancy, inquired: 

“Would it not be scientific, sound ac- 
counting practice, in those instances in 
which it makes an essential difference, to 
make the books of account reflect the 
changes in the value of the monetary 
units ?” 


Even “Lifo” was considered in the 
yearly period. True, it was not given 
that name, but the thought was there. 
J. Paul Suter said in April, 1920, 
the Journal: 

. A persistently rising cost of manu- 
facture may make it advisable to use the 
current production first. During the Great 
War, one of the largest corporations in 
America instructed its cost accountants to 
use either the previous balance or the cur- 
rent production first, whichever was the 
higher in price. This practice delayed the 
closing of the corporation's books, but it 
resulted in a conservatively priced inven- 
tory. 


The foregoing quotations are but a 
few of many which might be cited to 
show that accountants of thirty years 
ago realized that the principles and 
practices of accounting were being put 
to a hard test. 


No action, however, became neces- 
sary in 1920, because by the end of that 
year, a drastic period of deflation be- 
gan. There is considerable evidence 
suggesting that today’s upward surge 
of prices may level off and again obvi- 
ate any change in existing accounting 
principles. 
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What to Think About When Terminating 
the Marital Relationship. What Is New 
in Alimony Cases? 


By Mirtam I. R. Eotts, C.P.A. 


“‘ the ordinary course of living, one 
would expect that the last thing to 
think about when terminating the mari- 
tal relationship would be the deducti- 
bility of alimony on a tax return. But 
in the extraordinary habitation of the 
tax man’s world where deductions 
glow, and personalities fade, the tenor 
of this paper will be at least appropriate 
if not quite humane. 

When a man pays alimony to a 


spouse who is no longer warming his 
heart or his bed, he now receives the 
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negative consolation that he is saving 
more in taxes without her than with 
her, and the affirmative pleasure that 
she, as a taxpayer, is getting less than 
she bargained for. Until 1942, dis- 
gruntled and deserted ex-husbands 
were often maintaining one, two or 
more women in complete respectability, 
without any of the benefits pertaining 
thereto. Under Gould v. Gould,' the 
courts were of the opinion that clois- 
tered womanhood should not be ex- 
posed to the rigors of taxability, and it 
was there held that alimony paid was 
neither deductible by the husband nor 
taxable to the wife. The legislators, 
who lacked the gallantry of the courts, 
included in the Revenue Act of 1942 
three Sections? which revolutionized 
the whole economic structure of marital 
rift adjustments. Alimony paid in com- 
pliance with these new sections was 
made taxable to the wife and deductible 
to the husband. The courts, being less 
radical than the legislators, have, how- 
ever, been very strict in their construc- 
tion of the new statuté, and woe to the 
trusting husband who does not follow 
the letter of the law. 


The new law has produced and con- 
tinues to produce a plethora of tax 
cases in the field of alimony. Some of 
the litigation is unavoidable because of 
the friction out of which alimony agree- 
ments are conceived. However, certain 
precautions can be taken in the prepa- 
ration of these agreements to minimize 
the tax conflicts. 
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Precautions in preparation 
of agreements 


While the law does not make it neces- 
sary to incorporate alimony agreements 
into the decree of divorce, experience 
has shown that it is highly desirable. 
The courts are apt to hold that gentle- 
men’s agreements between the parties 
are not “incident to the divorce decree”, 
and therefore alimony paid under such 
agreements does not constitute a tax 
deduction to the husband. To avoid 
doubt, the agreement should be incor- 
porated into the decree. 

Where there are minor children in- 
volved, the alimony provisions of an 
agreement should omit any reference to 
the amounts intended for maintenance 
of the children. Otherwise the husband 
should be warned that taxwise he may 
be giving away his alimony deduction. 
Case after case+ has been decided 
against the husband, disallowing a de- 
duction for alimony where the most 
remote contingent provisions are made 
for minor children in the agreement. 
Specific provision, contingent or other- 
wise, for minor children should be 
omitted from agreements. 


Lump sum agreements 


Where alimony in a lump sum has 
been agreed upon, and the parties in- 
tend that it be paid in instalments over 
a ten vear period, exceeding care should 
be taken in the measure of the ten year 
period. The dating of the decree rather 
than of the agreement scarts the ten 
year period running. Occasionally a 
matter of a few days’ variation in these 
dates has made the difference between 
having and losing an alimony deduc- 
tion. In measuring the ten year period, 
the agreement should run for either 
substantially more or substantially less 
than ten years. 

Frequently, in divorce situations, the 
husband irrevocably assigns insurance 


policies to his ex-wife and agrees to 
pay the premiums thereon. The courts 
are not consistent within themselves or 
in agreement with each other whether 
the premiums so paid are deductible as 
alimony. The ready solution is to word 
the agreement so that the husband pays 
the amount of the premium to the wife, 
who in turn makes the premium pay- 
ment directly to the insurance company. 
If the parties cannot so agree on the 
terms, the husband should be adequately 
warned that he may not be entitled to 
the deduction. 


Where a husband can wipe the slate 
clean at the termination of his marriage 
by a small, or even a large, lump sum 
payment, rejoicing may indeed be his. 
But taxwise he has forgone one of his 
most luxurious consolatory deductions. 
The statute requires the magical “peri- 
odic payments” as a permanent or at 
least lengthy reminder to an erring 
husband to justify his tax saving via 
the alimony route. For tax saving pur- 
poses, avoid lump sum payments. 


Inequities 

Gross inequities exist under the ali- 
mony provisions of the tax law, occa- 
sionally for the wife, but more frequent- 
ly for the husband. 

Temporary alimony paid “pendente 
lite’ under a court order in an action 
for divorce is not deductible to the 
husband.> The payment to qualify for 
the prize of deductibility must be made 
subsequent to the decree of divorce. 
The fact that it is made pursuant to 
court decree in and of itself is not 
sufficient. 

Payment of alimony pursuant to a 
separation agreement between the part- 
ies but not given the sanction of the 
court’s signature is not within the com- 
pass of deductibility. It is understand- 
able that a provision like Section 23(u) 
of the Code might provoke occasional 


3 Charles L. Brown, 7 T.C. 715 (1946); Luckie G. Hesse, 7 T.C. 700 (1946); G.C.M. 


25250, 1947-2, C.B. 32. 


~C.A—6oth) (1947). 
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3 George D. Wick, 161 F.(2d) 732 (1947). 
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collusion between husbands and wives 
to divide a portion of income and re- 
duce taxes. However, collusion under 
many sections of the tax law is some- 
thing against which the government 
must guard itself. It seems unreason- 
able to prejudice the taxing status of 
parties to private separation agreements 
in favor of those who obtain judicial 
sanction, merely to reduce the incidence 
of collusion. Furthermore, under the 
present law of split income returns, the 
whole theory falls, since married 
couples no longer have the incentive to 
assign income to the wife. The whole 
subject of separation agreements as a 
factor in the deductibility of alimony 
needs review and revision. 

Payments of alimony made pursuant 
to a court order directing support but 
not separation are not deductible.© The 
premise is that there is no separation 
agreement or decree of legal separation. 
The actual physical separation is insuf- 
ficient to qualify the payments. 

A retroactive decree cannot qualify 
payments made prior to the decree it- 
self.? It seems highly inequitable, in a 
field where judicial sanction maintains 
the exalted status it has under the ali- 
mony tax provisions, that it should be 
given no cognizance in retroactive 
decrees. 

Occasionally, the wife is penalized 
and subjected to undue tax hardship 
under the alimony provisions.’ Where 
the decree of separation or divorce was 
entered before 1942, what was intended 
as maintenance for minor children may 
well have been labeled alimony because 
there was no difference in its handling 
taxwise. Subsequent to 1942, a wife 
in such a position may find herself 
taxed on moneys intended and ex- 
pended exclusively for the children. 
Contrary to the intent of the parties 
and of the old law, she may suffer a 
substantial monetary loss. Although 


6 Frank J. Kalchthaler, 7 T.C. 625 (1946). 
7 Robert L. Daine, 168 F.(2d) 449 (1948). 


8 Dora H. Moiteret, 7 T.C. 640 (1946). 
9 1.T. 3856, 1947-1, C.B. 23. 


she may have recourse to the courts to 
reopen the old decree and obtain modi- 
fication, the psychological and emotion- 
al deterrents to such action cannot be 
completely overlooked. 


Alimony trusts 

A curious and wholly inequitable sit- 
uation arises in the case of alimony 
trusts. Ordinarily the amount of ali- 
mony deductible by the husband is tax- 
able to the wife. However where an 
alimony trust is set up and the wife is 
guaranteed a fixed amount whether out 
of income or principal, the wife must 
report the full amount while the hus- 
band may omit only the income por- 
tion.? 

Counsel fees paid by the husband on 
behalf of the wife and in accordance 
with a court order are not deductible 
to the husband. This is certainly a case 
of insult added to injury.!° 

Where the husband, pursuant to a 
divorce decree, gives the wife-the use 
of his home, the law gives him no 
right to an alimony deduction of equiv- 
alent value. 

Upon review of the inequities which 
exist, it does not necessarily follow 
that they all can or should be corrected. 
Reversing the present stand might re- 
sult in even greater inequities. But the 
general situation should be scrutinized 
after seven years of litigation under the 
present statute, to discern what changes 
can and should be made. 


Agreements “incident to the decree” 


An analysis of the more recent cases, 
those decided in 1948 and 1949, indi- 
cates some of the present patterns of 
thinking by the courts. The courts con- 
strue in its strictest sense the meaning 
of the phrase “agreements incident to 
the decree.” 

In Benjamin B. Cox, the parties 
entered into a written agreement for 


10 Jack Pappenheimer, C.C.A.-5th, 164 F. (2d) 428 (1947). 


1110 T.C. 955 (1949) aff'd. C.C.A.-3d. 
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alimony after the taxpayer obtained a 
Florida divorce. The court held that 
the agreement was not incident to the 
decree, since it occurred subsequent to 
it, and alimony paid thereunder was 


not deductible. Similar logic denied : 


deduction for voluntarily increased pay- 
ments which were subsequently incor- 
porated into a retroactive modification 
of the decree. Peter Van Vlaanderen.}2 


In Alfred Terrell,}3 the parties en- 
tered into a private agreement provid- 
ing for periodic alimony payments. 
The husband defaulted, and the wife 
obtained a decree directing payment 
under the agreement. The court held 
that payments so made were not de- 
ductible because there was no decree 
of separate maintenance. To the same 
effect was Harold S. Smith.\4 


In Robert Wood Johnson} the court 
in a rare mood went to the spirit rather 
than the letter of the meaning “incident 
to the decree.” Taxpayer entered into 
an alimony agreement with his wife 
upon her oral assurance that she would 
obtain a divorce. The agreement did 
not state that it was conditional to the 
divorce. However, upon evidence from 
the attorneys who drafted the agree- 
ment that such an expression in the 
agreement might have constituted col- 
lusion barring divorce, the court held 
that upon the evidence, this was an 
agreement incident to the decree des- 
pite the fact that it was not made part 
thereof. Despite this decision it is wise 
to incorporate an agreement into the 
decree to make certain it is incident 
thereto. 


In Harold IV. Hoyt,'® taxpayer and 


his wife entered into a private separa- 
tion agreement. Thereafter an action for 
legal separation was begun and then 
discontinued. The court held that pay- 
ments in accordance with the separation 
agreement were not deductible. How- 
ever, in Abraham L. Berman’ al- 
though payments made pursuant to a 
private separation agreement prior to 
a divorce decree were held not deduc- 
tible, payments subsequent to the decree 
were allowed. 


In George T. Brady} the parties 
entered into an alimony agreement. 
Subsequently, a divorce was obtained. 
During the divorce proceeding, a por- 
tion of the agreement was referred to, 
but it was not incorporated into the 
decree, The evidence indicated that 
the Massachusetts courts ordinarily re- 
fuse to incorporate alimony agreements 
into their decrees. Upon the facts the 
court held that the alimony paid was 
pursuant to agreement incident to the 
decree. 


It is evident from these cases, that 
to insure an alimony tax deduction, sep- 
aration agreements with alimony provi- 
sions should be incorporated into the 
decree of separation or divorce. If the 
agreement is made subsequent to the 
decree, care should be taken to have 
the decree modified accordingly. When 
the term decree is used, it should be 
borne in mind that a decree of separa- 
tion or divorce is intended. A court 
decree enforcing a private agreement 
or a court decree compelling support 
are not decrees of separation or divorce, 
and therefore do not give the sanction 
necessary to justify an alimony de- 
duction. 


1210 T.C. 706 (1949) aff’d. C.C.A.-3d; see also Nathalia Danesi Murray, T.C. memo. Dkt. 
14072 (1949) modified C.C.A.-2d; Miriam C. Walsh, 11 T.C. 1093 (1948) ; Robert L. Daine, 


supra, n. 7. 


13 T.C. memo. Dkt. 15682 (1948). 


14C.C.A.-2d, 168 F.(2d) 446 (C.C.A. 2d, 1948). See also, Ben Myerson, 10 T.C. 729 


(1948). 


15 Robert Wood Johnson, 10 T.C. 647 (1948). 


16 T.C. memo. Dkt. 13905 (1948). 
17 T.C. memo. Dkt. 12335 (1947). 
1810 T.C. 1192 (1948). 
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Periodic payments 


In order that alimony payments may 
be deductible, they must be periodic in 
nature. Here again, the courts bend 
backward in the strictness of their 
interpretation of the meaning of the 
terms. 

In Frank R. Casey,!? payments under 
a divorce decree were specifically set 
at $5,000.00 to be paid in instalments 
of $100.00 a month. The court held 
that this was a lump sum paid in in- 
stalments and did not constitute peri- 
odic payments. An amendment of the 
decree requiring payment of $100.00 
a month for 50 months did not remedy 
the situation. The payments were held 
not deductible. A similar result was 
reached where the decree called for 
payments of $125.00 a week for 2 years 
unless his wife sooner died or re- 
married. The court held that the pay- 
ments constituted instalments of a single 
principal obligation, rather than period- 
ic payments, and were not deductible. 
Frank B. Orsatti.2° 

In Tillie Blum,?! the measure of the 
ten-year period to determine the taxa- 
bility of the payments to the wife was 
in issue. An alimony agreement dated 
February 27, 1935, provided that it was 
to be effective upon entry of the divorce 
decree and that instalment payments 
should end March 1, 1945, The decree 
was entered March 2, 1935. If the 
period began February 27, 1935 the 
payments would be made over a period 
exceeding ten years, whereas if it began 
March 2, 1935, the period would be 
less than 10 years. The court held that 
since the agreement specified that it 
was to be effective when the decree was 
entered, March 2, 1935 was the begin- 
ning date. The payments were therefore 
not taxable to the wife. 

In Frank J. Loverin,?? taxpayer 





1912 T.C. 224 (1949). 
2012 T.C. 188 (1949). 
2110 T.C. 1131 (1948). 
2216 T.C. 406 (1948). 
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clearly made a lump sum payment 
which he sought to deduct. The court 
disallowed the deduction. However, the 
argument used by the taxpayer, while 
ineffective, bears reviewing. Taxpayer, 
under a decree of divorce was to pay 
his wife $60.00 a week for her support. 
In 1942, on contemplation of her re- 
marriage to another person, the hus- 
band agreed to pay her $8,500.00 plus 
$1,500.00 for counsel fees in cancella- 
tion of his obligation to support her 
under the divorce decree. The husband 
then sought to deduct the lump sum 
amount on the theory that if he were 
to pay her $60.00 a week as required 
by the decree for his life or hers, their 
life expectancies would require that he 
pay her a principal sum of $88,000.00. 
The period of payment was in excess of 
10 years, and the current year’s pay- 
ment was less than 10% of the princi- 
pal sum. Intriguing as the argument 
was, the item was disallowed because 
it constituted a lump sum payment. In 
addition, it was pointed out the agree- 
ment was not incident to the divorce 
decree. 


In Estate of Homer Laughlin,?> peri- 
odic payments paid by a husband’s 
estate in accordance with a divorce 
decree were held deductible to the es- 
tate and taxable to the widow. 


Where the taxpayer-husband, under 
a decree of divorce, was obligated to 
pay his wife $9,500.00 at the rate of 
$100.00 a month unless she sooner dies 
or remarries, payments were held to 
be instalments, and not periodic pay- 
ments. Amounts so paid were not de- 
ductible. J. B. Steinel.24 However, in 
John H. Lee,?> payments of a percent- 
age of income for five years pursuant 
to a divorce decree were held to be 
periodic and, therefore deductible. The 
case was differentiated from the Steinel 


23 Estate of Homer Laughlin, 167 F.(2d) 828 (1948). 


2410 T.C. 409 (1948). 
2510 T.C. 834 (1948). 
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What Is New in Alimony Cases? 


case on the basis that there the amount 
was fixed in the decree.. 

These cases indicate that where the 
decree mentions a sum certain to be 
paid, it is generally considered a lump 
sum. Despite the decision in Roland 
Keith Young?® case, it is even danger- 
ous to set a maximum to be paid. A 
cautious lawyer, in preparing the agree- 
ment, will studiously avoid reference 
to any total amount to be paid, if he 
wishes to protect his client’s right to 
an alimony deduction. 


Contingent provision for minor 
children 


Where any contingent minimum pro- 
vision is made for minor children, the 
husband is apt to lose part of his ali- 
mony deduction. In Warren Leslie 
Jr.,27 under a separation agreement, 
the husband was to pay his wife 334%4% 
of his income, but not to exceed 
$6,000.00 a vear for the support of the 
wife and children. Another paragraph 
provided for a minimum of $3,600.00 
a year, and if the wife remarried, a 
minimum of $2,400.00 for the children. 
The wife did not remarry. The court 
held that of the $3,600.00 paid, $2,400.- 
00 was for the children and not de- 
ductible. 


Insurance premiums 


The courts are in conflict, when in- 
surance premiums are paid by the hus- 
band for the benefit of the wife, as to 
the deductibility of the payments. 

In Weyer Blumenthal,?® under a de- 
cree of divorce the wife was to receive 
$5,200.00 a year. Provision was made 
for the husband to pay insurance pre- 
miums on policies on his life. The wife 
was the irrevocable beneficiary of the 
policies until her death or remarriage. 
Upon the husband’s death the alimony 





26 Roland Keith Young 10 T.C. 724 (1948). 


27 Supra, note 25, 10 T.C. 807 (1948). 
2813 T.C. 6 (1949). 

29 T.C. memo. Dkt. 16280 (1949). 
3011 T.C. 16 (1948). 

319 T.C. 195 (1947). 

32 163 F.(2d) 131 (1947). 
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payments were to be continued to be 
paid out of the insurance proceeds. 
The court ruled that the premium pay- 
ments did not qualify as alimony. 

A contrary result was reached in 
Leon Mandel,?? where the facts were 
almost identical, except that upon the 
husband's death all the proceeds went 
to the wife and children: the premium 
payments were held to be deductible as 
alimony. To the same effect are Estate 
of Boies C. Hart? and Anita Quinby 
Stewart?! 


Whether the Blumenthal case indi- 
cates a reversal of the earlier trend, or 
merely a difference of opinion in the 
Tax Court, it is difficult to say. The 
safest procedure is to have agreements 
provide for premium payments by the 
wife out of a proportionately larger 
alimony allowance. 


Gift taxes 


Where a husband, in contemplation 
of divorce or pursuant to a divorce de- 
cree, settles a lump sum of money on 
his wife over and above his obligation 
to support her, the problem of gift tax 
arises. The cases at the present time 
are none too clear as to whether such 
settlements constitute taxable gifts or 
not. 

In Commissioner v. Converse,>2 
under a separation agreement, the hus- 
band agreed to make monthly payments 
to his wife. Subsequently the wife 
brought an action for divorce, and 
sought to incorporate the terms of the 
separation agreement into the divorce 
decree. The husband objected, and the 
decree finally set a lump sum payment, 
which the husband made. The court 
held this was not a taxable gift because 
the decree created a judgment debt, and 
discharge of the debt was adequate con- 
sideration for the transfer. 
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In Edward B. McLean,*} a marital 
settlement was made pursuant to a 
divorce decree. The decree provided 
that periodic payments should be made 
even if the wife should remarry. In 
return, the wife relinquished her rights 
in certain trusts. The Commissioner 
contended that since the husband’s obli- 
gation to support ended when the wife 
remarried, such payments were subject 
to gift tax. The court, however, held 
that there was no taxable gift because 
the wife’s relinquishment of her rights 
in the trusts, was adequate considera- 
tion therefor. 


The importance of proceeding only 
under a court decree is seen in Norman 
Taurog ;** the parties made an agree- 
ment providing among other things, for 
equal division of their community prop- 
erty. Shortly after, a divorce decree 
was entered which incorporated the 
agreement by reference. The Commis- 
sioner claimed that one-half of the prop- 
erty transferred to the wife constituted 
a taxable gift. The court held that since 
the payment was made pursuant to 
court decree, the husband was discharg- 
ing an obligation, and there was no tax- 
able gift. 


In Roland M. Hooker,35 the husband 
under a separation agreement and sub- 
sequent decree of divorce made pay- 
ments of alimony to his wife. In addi- 
tion he set up certain trusts for the 
maintenance of his minor son. After his 
son reached majority the corpus of the 
trusts was turned over to the son. The 
court held that amounts paid to the son 
in excess of amounts necessary for his 
maintenance were subject to gift tax. 
However, where payments flowed from 
the wife to the husband, a gift tax was 
imposed. Thus, in Estate of Josephine 
S. Barnard,*© a wife in anticipation of 
a divorce agreed to pay her husband 
$100,000.00 for relinquishing all claims 
to her property. Two months later the 


3311 T.C. 543 (1948). 

3411 T.C. 1016 (1948). 

3510 T.C. 388 (1949) aff'd. C.C.A.-5th. 
369 T.C. 61 (1949) aff'd. C.C.A.-2d. 
3710 T.C. 1177 (1948). 
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agreement was incorporated. into the 
divorce decree. The court held that the 
amount paid constituted a taxable gift 
on the theory that release of marital 
rights was not adequate consideration. 
A distinction was made between marital 
rights and an obligation to support. 

It is dangerous to draw any conclu- 
sion from these cases. The safest posi- 
tion to take, however, is to have such 
transfers made in consideration of sup- 
port rather than relinquishment of 
property rights; have them made pur- 
suant to court decree; and then hope 
for the best. 


Community property 


A curious situation arises in com- 
munity property states as to who is 
entitled to an alimony deduction. Thus, 
in Robert A. Sharon*’ a husband made 
payments of alimony under a California 
divorce decree to his first wife. Sub- 
sequently the husband remarried. He 
and his second wife filed separate re- 
turns on a community property basis 
and divided the alimony payments be- 
tween them. The court held that where 
the obligation was collectible out of 
community funds and actually paid 
therefrom, the deduction may be di- 
vided, and the second wife may thus 
obtain an alimony deduction for pay- 
ments made to the first wife. 


Conclusions 


The whole subject of alimony tax 
problems should be reviewed with an 
eye toward reforming and liberalizing 
the statute. The courts have tossed the 
problem about under the Revenue Act 
of 1942 for about seven years. Some 
blatant inconsistencies and inequities 
have developed. 

If court decrees rather than private 
agreements are to be the safety valve 
to avoid collusion on the one hand and 


(Continued on page 319) 


May 





ma 


> the 
at the 
e gift 
arital 
ition. 
arital 
rE. 

nclu- 
posi- 
such 
sup- 
t of 
pur- 
hope 


‘om- 
O is 
hus, 
ade 
rnia 


sub- 


re- 
asis 
be- 
lere 
of 
aid 


hus 
ay- 


tae 


ing 
the 
\ct 
me 
ies 


ve 


nd 


ay 


Payroll Tax Savings Hints 


By SAMUEL S. REss 


How to Avoid Additional Federal 
Unemployment Tax Assessments 


Some recent decisions by the New 
York State Unemployment Insurance 
Appeal Board, upholding late filing 
penalty assessments levied by the Indus- 
trial Commissioner against taxpayers 
in close cases, point up hidden pitfalls 
in the recesses of the State and Federal 
Unemployment Tax Laws that prove 
costly to employers. 

In cases* decided recently by the 
Appeal Board, the employer’s account- 
ant had testified that he personally had 
mailed the envelope containing the em- 
ployer’s quarterly payroll report and a 
check in payment of the contributions 
due for the first quarter of 1948, on 
April 30, 1948, before 5:30 P.M., in a 
United States Post Office mailbox lo- 
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cated at Warren Street near Washing- 
ton Street, New York City. The mail 
was picked up at hourly intervals start- 
ing with 1:00 P.M. until 7:00 P.M., 
and thereafter at 9:00, 10:00, and 
11:00 P.M. 

The Administrative Supervisor of 
the Unemployment Insurance Records 
in charge of the employer’s contribution 
records in Albany offered evidence be- 
fore the Board as to the manner in 
which tardy reports and payments of 
contributions are processed. Each en- 
velope is opened separately and the 
contents thereof are removed and 
checked for accuracy. The employer’s 
registration number, taken from the re- 
port, is written in red pencil on the face 
of the envelope. Both the envelope and 
the report are stamped to indicate the 
date of receipt, the examiner’s number 
and also that “report received in enve- 
lope postmarked after due date.” The 
envelope submitted at the hearing by the 
Industrial Commissioner as being the 
wrapper in which the employer’s report 
was enclosed, bears the same registra- 
tion number as that which appears on 
the report sent in by the employer, and 
bears a stamp mark showing the same 
date of receipt, the same examiner’s 
number and that it was postmarked 
after the due date. 

It was held that the documentary 
proof submitted by the Industrial Com- 
missioner indicated that the wrapper 
offered in evidence was properly iden- 
tified at the time of its receipt in Albany 
as being the one in which the employ- 
er’s report and check were enclosed. 
Said report and wrapper were received 
in the New York City Post Office on 
May 1, and at Albany on May 3. This 
documentary proof contradicted the 
testimony of the employer’s accountant 
that he mailed the report on April 30. 


* New York State Unemployment Insurance Appeal Board, #20,245-49 and #20,243-49, 


decided February 24, 1950. 
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The Appeal Board concluded: 


“Based upon all the credible evidence in 
this case, we find that the employer did 
not make payment of contributions due for 
the first quarter of the calendar year in 
1948 within the time prescribed by law. 
The determination of the Industrial Com- 
missioner imposing an assessment for in- 
terest was therefore proper.” 


Had the aforesaid occurrence taken 
place on January 31st following the 
fourth quarter of the calendar year, the 
payment of contributions for that en- 
tire quarter would have resulted in an 
additional Federal Unemployment Tax 
amounting to 10 percent of the contri- 
butions paid for the fourth quarter of 
the vear. 

The normal Federal Unemployment 
Tax is 3 percent of the taxable payroll 
less a credit of 90 percent thereof, pro- 
vided that the State Unemployment 
Insurance Fund has been paid an 
amount in cash and/or by tax credit of 
at least 2.7 percent of the taxable pay- 
roll on or before the January 31st due 
date for filing the Federal Unemploy- 
ment Tax return. If the State receives 
payment of all or part of the State 
Unemployment Insurance tax after the 
January 31st due date, a report is made 
by the State to the Federal Commis- 


sioner of Internal Revenue in Wash- 
ington. 

The Commissioner of Internal Reve- 
nue then makes an additional tax as- 
sessment of 10% of the amount received 
by the State after the January 31st due 
date plus interest, and also penalty in 
appropriate cases. 

In close cases, where accountants are 
pressed for time they can save their 
clients from such heavy additional tax 
assessments by obtaining an extension 
of time for filing the Federal Unem- 
ployment Tax report for the preceding 
calendar year. The extension may be 
obtained by applying to the local Col- 
lector of Internal Revenue, submitting 
an affidavit executed by the taxpayer 
setting forth valid reasons why an ex- 
tension of time (not to exceed ninety 
days from the January 31st due date) 
should be granted. 

Should the Collector of Internal 
Revenue grant a 30-day extension of 
time for filing the Federal Unemploy- 
ment Tax return, the due date would 
then be March Ist, instead of January 
31st. Then, all payments received by 
the State between January 31st and 
March Ist will be allowed for full credit 
by the Federal Unemployment Tax au- 
thorities, and the 10% additional Fed- 
eral Unemployment tax will be avoided. 
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| New York State Tax Clinic 











Conducted by BENJAMIN Harrow, C.P.A. 


Tax Liability of Foreign 
Corporations 


A foreign corporation is required to 
obtain a certificate of authority to do 
business in New York. That fact by it- 
self does not make the corporation lia- 
ble for tax. A failure to obtain the 
certificate however may prevent the 
corporation from suing in the courts of 
the state. If, after obtaining the cer- 
tificate, the corporation does only an 
interstate business it will not be subject 
to the franchise tax. It must do intra- 
state business to be subject to the tax. 
On the other hand if a corporation is 
doing an intrastate business but has 
failed to obtain a certificate of authority 
to do business, it will still be liable for 
the tax. An inactive foreign corpora- 
tion is therefore not subject to franchise 
tax. Foreign corporations are required 
to file form 245 CT, an activities re- 
port, each vear if they disclaim liability 
for tax. On the basis of this report the 
Tax Commission determines whether 
the corporation is subject to tax. 

In the case of corporations organized 
in New York at least the minimum tax 
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is due each year, regardless of whether 
the corporation is inactive or not. The 
mere right to exercise its charter sub- 
jects it to tax. 


Collection of Tax against 
Foreign Corporation 


Under Section 203.2 if a foreign cor- 
poration fails to file a certificate desig- 
nating the Secretary of State as its 
agent upon whom process may be 
served within the State, it shall be 
deemed to have done so. It is also 
deemed to have directed the Secretary 
of State to mail copies of process served 
upon him to the corporation at its last 
known address within or without the 
state. This provision plus the fact that 
the foreign corporation has done tax- 
able business within the state gives the 
state proper jurisdiction over the cor- 
poration to proceed against it to collect 
a tax. On the basis of this jurisdiction, 
the state may obtain a judgment for the 
taxes due. To enforce collection it must 
bring an action on the judgment, usual- 
ly in the domiciliary state of the corpo- 
ration or in any state where property 
of the corporation can be found. Other 
states will give full faith and credit un- 
der the federal constitution to the judg- 
ment thus obtained in New York. 

This procedure is of course long and 
indirect. In recent years a number of 
states have made the collection of taxes 
by other states easier, by permitting tax 
officials of other states to bring suit 
directly in the local courts against per- 
sons liable for tax. Those states that 
have opened their courts to tax collec- 
tors of other states have done so on a 
reciprocal basis, that is they permit the 
use of their courts to those states which 
extend a like privilege to them. States 
that have such laws include Alabama, 
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Georgia, Maine, Minnesota, Missouri, 
Oklahoma, Oregon, Tennessee, and 
Wisconsin. Some of these states will 
even enforce liabilities for penalties and 
interest charges imposed by the other 
states. New York does not as yet have 
any provision for recognizing and en- 
forcing liabilities for taxes imposed by 
other states, but such a provision repre- 
sents a modern trend which is likely to 
spread to the other states. 


New Jersey Realty Title Insurance Co. 
v. Division of Tax Appeals 


On February 6, 1950, the United 
States Supreme Court decided that a 
state property tax imposed directly or 
indirectly on United States bonds is 
invalid on the ground that it conflicts 
with Article 1, Section 8, of the Federal 
Constitution. This article authorizes 
Congress “to borrow money on the 
credit of the United States.” A tax 
that reaches the bonds diminishes the 
attractiveness of the United States obli- 
gations and burdens the power of Con- 
gress to borrow. The tax also conflicted 
with Section 3701 of the Revised 
Statutes (1875), 31 U.S.C. Section 
742, which generally exempts interest- 
bearing obligations of the United States 
from state and local taxation. The de- 
cision was rendered by Justice Clark. 
The Court was divided 7 to 1, Justice 
Black being the sole dissenter. 

The particular tax was one levied by 
the City of Newark on the intangible 
personal property of a stock insurance 
company under a New Jersey statute. 
This law provides that the insurance 
company is taxable upon the full value 
of its property exclusive of real estate 
and tangible personal property, exclu- 
sive of all shares of stock owned by the 
company, and exclusive of non-taxable 
property and property exempt from 
taxation. The law also provides for 
certain deductions from the full value 
of the property. This provision virtu- 
ally left to be taxed only the intangible 


1 Bank of Commerce v. New York City, 2 


200 (1865). 
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property of the corporation not other- 
wise within the excluded classifications. 
There is a certain limitation in the 
statute which reads as follows: 

“the assessment against the intangible per- 

sonal property of any stock insurance com- 

pany subject to the provisions of this 

section shall in no event be less than 15% 

of the sum of the paid-up capital and the 

surplus in excess of the total of all liabil- 
ities of such company, *** .” 

The insurance company filed a return 
showing its total assets of about $775,- 
000; all of which were intangible. In 
arriving at the total taxable intangibles, 
the company excluded United States 
Treasury Bonds and accrued interest, 
and other nontaxable or exempt prop- 
erty. This left about $4,500 as total 
taxable intangibles. Deducting from 
this item debts, liabilities, and reserves 
left no balance of property subject to 
tax. 

The taxing district therefore assessed 
a tax under the minimum provision of 
15% of paid-up capital and surplus in 
excess of total liabilities. Justice Clark 
who wrote the opinion says at the very 
outset that this minimum basis clearly 
includes the government bonds and in- 
terest in the computation of the assess- 
ment. 

The former New Jersey Supreme 
Court held the tax to be an ad valorem 
tax on personalty, which would be 
valid only if the bonds and interest were 
excluded from the computation. This 
ruling was reversed by the Supreme 
Court of New Jersey which held that 
the tax was not an ad valorem tax or 
property tax, but rather a tax upon the 
net worth of the company and, since 
the tax was non-discriminatory, it was 
constitutionally valid. 

The United States Supreme Court 
held the tax invalid, whether it was 
considered as against capital and sur- 
plus less liabilities or against entire net 
worth. For precedents the court went 
back to two cases! decided in 1863 and 
in 1865. Justice Clark quoted from the 
Bank Tax Case where the Court said, 


Black 620 (1863). Bank Tax Case, 2 Wall. 
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“It is not easy to separate the property 
in which the capital is invested from the 
capital itself***. The legislature*** when 
providing for a tax on*** capital at a val- 

uation*** could not but have intended a 

tax upon the property in which the capital 

had been invested*** such is the practical 
effect of the tax***.” 

On the basis of this observation in 
the earlier case, Justice Clark concludes 
that the tax is imposed on the United 
States bonds regardless of the account- 
ing label employed in describing it, that 
is whether the tax is an excise, or in- 
direct levy on net worth measured by 
corporate capital and surplus, or 
whether it is a tax on personal property 
based upon a valuation measured by 
capital and surplus. In practical opera- 
tion and effect that tax is in part a tax 
upon federal bonds. 


The New Jersey Supreme Court had 
held the tax valid on the authority of 
Tradesmen’s National Bank v. Okla- 
homa Tax Commission.? But Justice 
Clark says that in that case the tax was 
not measured in effect by the amount 
of federal securities or interest, but was 
a franchise tax measured by net income. 
The New Jersey tax was not consid- 
ered as a tax on a privilege or franchise. 


On the question of whether the New 
Jersey tax was valid because it did not 
impose a discriminatory burden on fed- 
eral securities, the United States court 
cites the old Bank of Commerce case as 
authority for the rule that a tax on cor- 
porate capital measured by federal se- 
curities may be invalid even though im- 
posed without discrimination against 
federal obligations. As a matter of fact, 
the court found that the tax was actual- 
ly discriminatory. It was contended 
that by taking only 15% of the net 
worth as a basis for assessment, con- 
sideration had been given to the exclu- 
sion for government bonds and interest. 
The court says that if such bonds were 
truly excluded from net worth then the 
assessment should have been based 
upon 15% of the net worth after taking 
the exclusion. Otherwise, the tax was 


2309 U. S. 560 (1940). 
3 Pacific Co., 


1950 


being levied at a rate of over 79% of 
the assessable valuation, which resulted 
solely from the ownership of the fed- 
eral bonds. 


Implications of the Decision 


A direct tax on capital is invalid if 
it is measured in part by federal securi- 
ties. A tax on a percentage of paid-up 
capital and surplus is invalid if the tax 
base includes federal securities. The 
effect of the latter is to tax indirectly 
federal securities that may not be 
reached directly. 

What of a franchise tax measured 
by net income or a franchise tax based 
upon gross assets (Article 9), or up- 
on allocated business and investment 
capital (Article 9A). Logically, a tax 
on the right to do business as a ee apiel 
tion, where the tax is measured by tax 
exempt income or tax exempt assets, 
is an attempt to tax indirectly what it 
is invalid to tax directly. But the 
United States Supreme Court has held 
valid a franchise tax measured by in- 
come including interest on federal obli- 
gations’, In its opinion in this case, the 
court points to a number of cases that 
have upheld such a franchise tax meas- 
ured by net property or net income 
including tax-exempt United States 
bonds. Said the court, 


“This distinction (a tax on a franchise 
measured by tax exempt property and one 
directly on such property), so often and 
consistently reaffirmed, is but a recognition 
that the franchise, the privilege of doing 
business in corporate form, which is a 
legitimate subject of taxation, does not 
cease to be such because it is exercised in 
the acquisition and enjoyment of non tax- 
ables.” 


Justice Clark at one point in the 
New Jersey Realty Title Insurance 
Co. case discusses the decision of the 
lower court on this case. The lower 
court held the tax to be valid on the 
authority of two United States Su- 


Ltd. v. Johnson, Treas. of the State of Cal. (1932) 285 U. S. 480. 
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preme Court decisions*. Justice Clark 
then distinguishes these two cases by 
pointing out that 

“the tax there considered*** was not meas- 

ured in effect by the amount of the tax- 

payer’s federal securities or interest but was 

a franchise tax measured by net income.” 
And even the early Bank Tax Case 
drew a distinction between a tax on 
property and a tax on franchises. 

Prentice-Hall, Inc., in its New York 
Tax Report, Bulletins 16 and 17, dis- 
cusses this case and its implications. It 
asks this question: Does the New York 
franchise tax measured by property or 
capital invalidly reach United States 
obligations? Prentice-Hall thinks the 
answer is yes, because the inclusion of 
such securities in the tax base impairs 
the attractiveness of the federal securi- 
ties as investments and, as Justice 
Clark points out, that is a prohibited in- 
terference with the borrowing power of 
Congress, Prentice-Hall suggests that 
“taxpayers should omit them (federal 
securities) from future tax bases 
(with rider explanation referring to 
the New Jersey case) and file refund 
claims as to past payments where time 
has not lapsed.” 

In our opinion this decision is not 
authority for holding invalid a franchise 
tax measured by property or capital 
where a part of the capital consists of 
exempt federal securities. Nor is it 
authority for holding invalid a fran- 
chise tax based upon gross assets where 
these include exempt federal securities. 


Loss on Sale of Real Estate— 
Capital Loss or Ordinary Loss 


Under the income tax law, a loss on 
the sale of real estate is fully deductible 
if it can be classified as an ordinary loss, 
but if it is to be classified as a capital 
loss it is deductible only from capital 
gains. An ordinary loss deduction will 
reduce income subject to ordinary rates 
which are double the capital gain rates. 
A capital loss deduction may result in 
no tax benefit if there are no capital 





gains against which to offset the loss 
either in the current vear or the five 
succeeding years to which the loss may 
be carried over. The classification of 
the loss thus becomes important. The 
Tax Commission has interpreted the 
statute with what may appear to be 
undue severity from the taxpayer’s 
point of view. Its policy is not to 
permit deductions for losses on the sale 
of real estate as ordinary losses, unless 
the taxpayer is engaged in business as 
a real estate dealer. 

Section 360.4 of the Income’ Tax 
Law allows as a deduction from ordin- 
ary gross income “losses other than 
capital losses sustained during the tax- 
able year * * *, if incurred in trade or 
business.” (italics ours). And the law 
(section 360.5) allows as an ordinary 
loss “losses other than capital losses 
* * * if incurred in any transaction 
entered into for profit though not con- 
nected with the taxpayer's trade or 
business; (italics ours). The regula- 
tions (Article 151) appear to be in 
accord with the law. 

Section 350.12 of the law defines the 
words “capital assets” as “property 
held by the taxpayer (whether or not 
connected with his trade or business), 
but do not include * * * or property held 
* * * primarily for sale to customers in 
the ordinary course of his trade or busi- 
ness * * *.” There is no counterpart to 
Section 117j in the state law relating to 
certain property used in a trade or 
business which, if held for more than 
six months and sold at a profit, may be 
treated as a capital gain, but if sold at a 
loss may be treated as an ordinary loss. 

The Tax Commission appears to 
minimize the provision in the law that 
a loss may be deductible as an ordinary 
loss, though not connected with a trade 
or business. It also seems to restrict 
the meaning of trade or business. The 
federal rule is more realistic and more 
liberal. Black’s Law dictionary defines 
the terms “business” and “trade” as 
follows: “Business is a very compre- 


+ Tradesmen’s National Bank v. Oklahoma Tax Commission, 309 U. S. 560 (1940), and 


Educational Films Corp. v. Ward, 282 U. S. 379 (1931). 
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hensive term and embraces everything 
about which a person can be employed.” 
3ouvier defines the terms as “that 
which occupies the time, attention, and 
labor of men for the purpose of a live- 
lihood or profit.” 

Take the case of a taxpayer whose 
activities are concerned almost exclu- 
sively with real estate. He buys 
properties and usually transfers each 
property to a separate corporation 
which then operates the property. Oc- 
casionally, he will decide not to retain 
the property, in which case he sells it. 
If he disposes of the property at a loss, 
is this an ordinary loss or a capital loss. 
The Tax Commission contends that it 
is a capital loss, since the taxpayer as 
an individual is not a dealer in real 
estate; he is not in the real estate 
business. Such a determination may 
seem to be unrealistic in the case of a 
taxpayer all of whose activities revolve 
around real estate, It should be noted 
however that the Tax Commission is 
consistent in its position in that it will 
treat a gain in such a case as a capital 
gain. It does not do what the Com- 
missioner of Internal Revenue frequent- 
ly does, i.e., take an inconsistent posi- 
tion merely because that will bring in 
more revenue. 

Under the Internal Revenue Code 
property is used in a trade or business 
“where the owner * * * devotes it to 
rental purposes and exclusively to the 
production of taxable income.” In this 
case, the taxpayer was a lawyer and 
this was the only real estate he oper- 
ated. In a later case® the Tax Court 
held that ownership of rent-producing 
realty in itself is a trade or business, 
and a loss on the sale of the real estate 
is fully deductible. The Tax Commis- 
sion considers each case on the basis 
of its own facts. It seeks to determine 
whether the taxpayer is devoting time, 
attention and labor with some contin- 
uity to the operation of the particular 





real estate. If it finds enough activity 
to constitute a business it will so find 
and allow a deduction for a loss on the 
sale of property as an ordinary loss. 
If not, it will treat the loss as a capital 
loss, one resulting from an investment 
in real estate, similar to a loss on the 
sale of stock. 

In a case’ arising under the Unin- 
corporated Business Tax Law, the 
court held that where owners of realty 
maintained no office of their own, nor 
a clerical staff, all property matters 
being transacted through an agent, they 
were not liable for an unincorporated 
business tax. They held the property 
only for income purposes as an invest- 
ment and were not engaged in a busi- 
ness. By itself, ownership and manage- 
ment of realty does not constitute an 
unincorporated business. 

In one income tax case, the Court 
held that the ownership and rental of a 
farm did not constitute engaging in 
business, and a loss resulting from a 
sale would be a capital loss. In this 
case the owners were not otherwise en- 
gaged in farming, in real estate trans- 
actions, or with the farm they owned 
and sold. 


Franchise Tax—Article 9A— 
Fiscal Year Taxpayers 


On February 21, 1950, Governor 
Dewey signed a bill requiring fiscal 
year corporations to file franchise tax 
returns three and one-half months after 
the close of the fiscal year. One-half 
the tax is payable with the filing of the 
return and the remainder by the first 
day of the eighth month after the close 
of the fiscal year. The new law becomes 
effective for all corporations whose 
fiscal years end after July 1, 1950. 

Calendar year corporations continue 
to file the franchise tax return by May 
15. The first payment of one-half the 
tax is due at that time. The remainder 


5 Fackler v. Com’r, 45 BTA 708, aff’d., 133 F(2d) 509. 


6 Goldsmith v. Com’r, TC Memo 5/29/46. 


7 Nauss v. Graves, 283 N. Y. 383. 


8 Johnson v. Browne, 273 App. Div. 1041 (1948). 
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of the tax is due on or before the 
succeeding 15th day of November or 
within 30 days after notice of the tax 
has been given if such notice is given 
after October 15. But the tax must 
be paid by the following January 15th, 
regardless of any notice. This year 
many taxpayers were disagreeably sur- 
prised at receiving a bill for the balance 
of franchise taxes due for 1949, with 
penalties added by reason of non-pay- 
ment by January 15, 1950. Since the 
new law is effective only for corpora- 
tions with fiscal years ending after 
July 1, 1950, those corporations whose 
fiscal year ends before July 1, 1950, 
must file their 1950 returns four months 
after the end of the fiscal year. 


Franchise Tax—Article 9— 
Real Estate Corporations 


On March 3, 1950, the governor ap- 
proved a bill which provides that if 
a real estate corporation becomes tax- 
able as a business corporation under 
Article 9A, the tax as a real estate 
corporation shall be prorated. Until 
this bill was passed the corporation was 
not taxed as a real estate corporation 
for the vear of the changeover, since 
it had satisfied all tax liability for the 
privilege year in which the changeover 
occurred by its tax based on the pre- 
ceding vear, and its new tax liability 
under Article 9A began only as of the 
date of the changeover. The method of 
prorating the tax is not indicated in 
the law. Presumably if the real estate 
return has already been filed, an amend- 
ed return would have to be filed and 
a refund claimed. Perhaps the Tax 
Commission will permit a credit for the 
refund due against the first franchise 
tax return filed under Article 9A. Some 
ruling will probably be issued for com- 
puting the credit. It should be noted 
that the two percent tax on dividends 
payable upon a change of classification 
is not to be prorated. This bill also 
provides that any consideration given 
by a corporation for the purchase of 
its own stock in excess of the consider- 
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ation received by the corporation for 
the issuance of the stock shall be taxed 
as a dividend distribution. Such ex- 
cess would thus be subject to the 2% 
tax on dividends paid during the year. 


Claim for Refund—Income Tax 


A claim for refund must be made 
by filing an application for revision on 
form I.T. 113. The application must 
be filed within two years from the time 
of filing a return or within one year 
from the mailing of a notice of assess- 
ment to which the taxpayer takes ex- 
ception. There is no procedure under 
the law for claiming a credit on a 
current return for a refund claim for 
any prior year. Tax liability is com- 
puted separately for each taxable year. 


Real Property Exempt from 
Taxation—Veterans 


In 1946 the legislature passed a law 
exempting from taxation to a veteran 
real property purchased with the pro- 
ceeds of a pension, a bonus, or insur- 
ance granted by the United States, The 
1950 legislature extends the exemption 
to real property purchased with divi- 
dends or refunds of National Service 
Life Insurance, The 1949 legislature 
had passed a law providing that the 
mingling of pension, bonus, or insurance 
money with other funds shall not bar 
the granting of a claim for exemption. 

This exemption extends to the wife 
or widow of the veteran, to a dependent 
mother or father, or to minor children. 
The maximum amount that may be ex- 
empt is $5,000. Such real property is 
exempt from state, county and general 
municipal taxation. It is however tax- 
able for local school purposes. The ex- 
emption applies whether the veteran is 
living or deceased. 


Blocked Foreign Income 


The Commissioner of Internal Rev- 
enue recently issued a ruling (Mim. 
6475, March 1, 1950) on the treatment 
of foreign income that is not available 
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to a taxpayer because of currency re- 
strictions in the foreign country. Under 
this ruling a taxpayer may now defer 
the income for tax purposes until it 
becomes convertible into United States 
dollars, regardless of whether the tax- 
paver is otherwise on the accrual or 
cash basis. Under the ruling, if the 
taxpayer uses any of the foreign income 
for personal expenses, which he might 
do if he were traveling in the foreign 
country, the foreign income would be 
taxable when the taxpayer so uses any 
of the income. It also becomes tax- 
able if the taxpayer disposes of any 
of the income by gift or inheritance. 
If the taxpayer is a corporation it be- 
comes taxable if the corporation dis- 
tributes any of the income as a dividend. 
If a resident alien earns such income it 
becomes taxable when the resident alien 
terminates his residence in the United 
States. 

The state also has had this problem. 
It has not taxed blocked income until 
it becomes available. It has considered 
foreign income used for personal ex- 
penses as available income. There is 
a provision in the regulations (Article 


524+) providing that where there is a 
change of status from that of a resident 
to that of a nonresident or the reverse, 
the return for the period prior to the 
change must be made on the accrual 
basis regardless of the established meth- 
od of reporting income. The termination 
of residence in New York could under 
the regulation subject blocked income 
to tax. 

Under Mim. 6475, if the taxpayer 
elects to treat blocked foreign income 
as “deferable foreign income,” he must 
file a separate information return re- 
porting such income and a separate 
return is required for each country in 
which such income is earned. In addi- 
tion to deferring the income, related 
costs, expenses, and depreciation must 
likewise be deferred until the income 
is made available and taxable. Simi- 
larly, losses and bad debts must be 
deferred. The election to treat income 
as deferrable may be made in the 
current year or for any preceding year 
still open, and once this election is 
made no change in the accounting pro- 
cedure may be made without the Com- 
missioner’s consent. 


ORD 


AN ADIRONDACK VIEW 
DOWN THE STAIRS. Wish I knew all the answers—that is the right ones. The 








bones of contention about which business is now having dog-fights (and in the front 
yard, too) are pensions and retirement. The coal industry gnawed on such a bone 
this winter; while the miners’ kids went without enough to eat, the railroads limped 
along without enough coal, hospitals decreased their heat, and some schools closed. 

Then the Chrsyler crowd got hold of another such bone; and, while the city fed 
workers’ families, the dog-fight went on, and on, and on, with much growling and biting. 

The question is, what should industry do for its workers when they get old? The 
only answer that is being propounded is—retire them on a pension. And $100 a month 
is the magic figure! Most questions have several answers, that is, there is more than 
one way to skin a cat, go from Albany to Saranac Inn, or catch a mess of trout. 

Getting the problem down to base facts we find we have: 

1. A certain person, a normal human being. 

2. He has worked for many years for one concern, gone there each day, worked 

there each day, and left when the gong clanged. 

3. As the years went along his pay increased, and his abilities increased. 

4. Then he gets to be age 65 (or 70, or something). 

Bang! He isn’t any good anymore. That’s a crazy idea if you ever saw one—and 
you have seen plenty. Retirement is not the answer. The older employee needs to go 
down the stairs he has climbed up—not get shoved out the window. He needs less 
exacting work, for less pay, with less pressure. Let him work down the same as he 
worked up. There is more to retirement and pensions than reserve accounts and 
actuarial factors. 
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Conducted by Louis H. RAppaport, C.P.A. 


in which had been vested all powers neces- 
sary and appropriate to the supervision of 
the management of the business. It was in- 
tended that the principal duty of the com- 
mittee would be the making of recommen- 
dations to the board of directors. The 
committee consisted of two members of the 
board of directors and a member of the 
accounting firm that regularly certified the 
financial statements of the registrant. Held, 


Independence of Certifying 

Public Accountants 

(Parr: 11) 

In our April, 1950, issue reference 
was made to a compilation of 20 cases 
published by the Securities and Ex- 
change Commission in 1944, in which ement 
it was held that the certifying account- neither the individual accountant nor his 

ceded tt : t firm could be considered independent for 
ant was not independen with respec the purpose of certifying the financial 
to a particular company. Two of the statements of the registrant. 


cases in that compilation, as condensed 16. An individual serving as assistant 
by the S.E.C., were quoted in the April, treasurer and chief accountant of a regis- 








1950, issue; others are as follows 


An accounting firm had rendered serv- 
ices to a registrant for which the registrant 
had not been able to pay. To guarantee 
payment of the account the registrant had 
pledged shares of its own stock. In addi- 
tion it had given the accountants an option 
to purchase the pledged securities at the 
market price existing at the date the op- 
tion was given. Held, the accounting firm 
could no longer be considered independent 
for the purpose of certifying the financial 
statements of the registrant. 


10. A partner in an accounting firm had 
served on the board of directors of a reg- 
istrant but had resigned from that position 
prior to the close of the most recent fiscal 
year. This accountant had not participated 
in any way in the accounting firm’s audits 
of the registrant. Held, that the accounting 
firm could not be considered independent for 
the purpose of certifying financial state- 
ments of the registrant covering any period 
during which a partner of the accounting 
firm was a director of the registrant. 

14. The board of directors of a registrant 
had established an “operating committee” 





Louts H. Rappaport, C.P.A., has 
been a member of the Society since 
1933. He is a partner in the firm of 
Lybrand, Ross Bros. & Montgomery, 
C.P.A’s., and is also a member of 
the American Institute of Account- 
ants and of the American Account- 
ing Association. 
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trant was the son of a partner in the ac- 
counting firm that certified the financial 
statements of the registrant. The son was 
living with his father at the time. The son 
served the registrant under the direction 
and supervision of the treasurer of the com- 
pany. Held, the accounting firm could not 
be considered independent for the purpose 
of certifying the financial statements of the 
registrant. 

17. A senior staff member of an account- 
ing firm was appointed controller of a reg- 
istrant as successor to a controller who had 
entered the armed forces of the United 
States during the war emergency. This 
employee, who had formerly been in charge 
of the audit of the registrant, remained 
on the staff of the accounting firm but re- 
linquished all responsibility for the audit 
of the registrant, and did no work for the 
accounting firm in connection therewith. 
Held, the accounting firm could not be con- 
sidered independent for the purpose of cer- 
tifying the financial statements of this 
registrant. Held, further, the accounting 
firm could not be considered independent 
for the purpose of certifying the financial 
statements of the registrant if the senior 
staff member were to leave the employ of 
the accounting firm and be paid by the reg- 
istrant, but this arrangement was subject 
to the understanding among the several 
parties that upon the termination of the war 
emergency he would return to the staff of 
the accounting firm. 


18. The accountant who audited the fi- 
nancial statements of an investment trust 
had been given office space in the office of 
the sponsor of the investment trust. The ac- 
countant regularly gave advice concerning 
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the internal accounting policies of the 
trust. The sponsor of the trust had agreed 
to pay the accountant a stipulated amount 
per vear less whatever the accountant was 
able to earn from the investment trust and 
his other clients. Held, the accountant could 
not be considered independent for the pur- 
pose of certifying the financial statements 
of the investment trust. 


19. The accounting firm that certified the 
financial statements of a particular regis- 
trant had in the past followed the practice 
of drawing up the monthly journal records 
of the company from underlying documents 
that had been prepared by the registrant’s 
staff. These journal records were posted 
to the appropriate ledgers by the certifying 
accountants. At the end of the year the 
audit engagement was undertaken by per- 
sonne! of the certifying accountant that was 
not connected with the original recording 
of the accounting data. Held, the account- 
ing firm could not be considered indepen- 


dent for the purpose of certifying the 
financial statements of this registrant. 

20. A small loan company kept its ac- 
counting records on a cash basis. The pri- 
mary records of the company consisted of 
daily cash reports that were prepared by 
the cashier and signed by the manager. The 
accountant who certified the financial state- 
ments of this company took no part in the 
preparation of these basic records. How- 
ever, he did audit these cash reports each 
month and then proceeded to enter the 
totals in a summary record which he in 
turn posted to the general ledger. The cer- 
tifying accountant also made adjusting 
journal entries each month with respect to 
insurance, taxes, depreciation, and similar 
items. The company was small and did not 
require the services of a full-time book- 
keeper. The certifying accountant devoted 
about one day a month to the clerical or 
bookkeeping tasks described above. Held, 
the accountant could not be considered 
independent for the purpose of certifying 
the financial statements of this registrant. 


ORD 


What Is New in Alimony Cases? 


(Continued from page 308) 


prevent opposing statements of fact on 
the other, then greater recognition 
should be given to decrees. For exam- 
ple, retroactive decrees should qualify 
all payments made subject thereto. Pay- 
ments made pendente lite and counsel 
fees paid on behalf of the spouse should 
all constitute deductible alimony. 
There should be a clarification of the 
statutory phrase “agreement incident to 
a decree.” At the present time the courts 
are in a sorry state of disagreement on 


the problem. There is a need for a more 
realistic and consistent viewpoint on 
the subject. 

As Jong as our general laws on ali- 
mony continue to be antiquated, there 
are, of course, limitations to the extent 
that our tax laws pertaining to alimony 
can be liberalized. However, since our 
tax laws are not hemmed in by the 
common law limitations of our ancient 
antecedents, liberalization rather than 
strict construction should be the policy. 


ADDENDUM 


Since the writing of this paper, two new cases were decided concerning the deductibility 
of legal fees in alimony cases which should be of special interest. 

In the case of Elsie B. Gale, 13 T.C. 84, the taxpayer, a divorced wife, made application 
for an increase in alimony which she obtained. Thereafter, she deducted the legal fees for tax 
purposes. Contrary to the Commissioner’s argument, the Tax Court held that the fees paid 
for obtaining the increase were ordinary and necessary expenses incurred for the production 


of income. 


In a second case, Barbara B. LeMond, 13 T.C. 85, the taxpayer, a divorced wife, paid 





legal fees in connection with obtaining a financial settlement incident to a divorce decrée. 
The Tax Court here again held the legal fees deductible as expense incurred in the production 
of income. The Court went further and allocated the legal tees partly to the allowance for 
periodic payments and partly to lump sum payments, and treated the portion allotted to the 
lump sum payment as non-deductible. 

These two cases merely accentuate, in my opinion, the lack of equity inherent in the tax 
treatment of alimony problems. Despite the logic of these two determinations, they merely 
point out a need to make statutory changes to afford the payors of alimony some consolation, 
at least in the nature of a tax deduction, for legal fees expended in an effort to keep their 
alimony payments as low as possible. 
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Book Reviews 


(Continued from page 265) 






planation of how the Treasury Department 
works with the professional representative of 
the taxpayer—a void which this book may fill 
because this need is not satisfied by the cur- 
rent loose leaf tax services. On the other 
hand, no bound volume can safely be used by 
a tax advisor as a tool of his trade; it goes 
out of date as surely and almost as quickly 
as a newspaper. Perhaps the best character- 
ization of the “Lawyers Tax Manual” would 
be that it is a well written sophisticated text 
book on professional tax practice. 
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Internal Auditing in Industry 


(Developed under the Direction of The Re- 
search Committee of The Institute of In- 
ternal Auditors.) Edited by Victor Z. 
Brink and Bradford Cadmus. THE INsTI- 
TUTE OF INTERNAL AupiTors, 120 Wall 
Street, New York, 1950. Pages: xi + 404; 
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This work, the outcome of a two-year 
project of the Research Committee of the 
Institute of Internal Auditors, deals with in- 
ternal auditing procedures in specific indus- 
tries. The problems of managerial and ac- 
counting control afe discussed briefly in the 
first chapter. The remaining chapters, de- 
voted to the procedures followed in specific 
industries, have been prepared by persons 
active in the industries and associated with 
nationally-known companies. 

The coverage ranges from Air Transport 
to Publishing and Printing, and includes 
Automotive Manufacturing and Distribution; 
Banking; Chain Stores; Construction; De- 
partment Stores; Food Processing; Insur- 
ance; Meat Packing; Metals-Ferrous,—Non 
Ferrous; Mining; Motion Pictures-Produc- 
tion, Distribution, Exhibition; Petroleum-Ex- 
ploration and Production, Refining, Market- 
ing; Public Utilities. 

In the individual industry chapters empha- 
sis is placed on the description of the actual 
physical operations and the operating struc- 
ture of the industry, the editors noting that 
“description of the actual problems will im- 
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mediately serve to identify the major and 
special control problems.” 

The editors take for granted that the reader 

“is familiar with the normal accounting and 
control methods ... generally used jor han- 
dling items such as cash, payrol!s, and prop- 
erty.” Accordingly, emphasis is transterred 
to the unusual phases of operations “with 
virtual exclusion of description or coverage 
of any portion of ... (the industry's) work 
which is the same as (in) the majority of 
other businesses.” 

A typical chapter, that on Publishing and 
Printing, contains 21 pages. Internal audit- 
ing in the industry is discussed under these 
subdivisions: Descriptive; Special Problems 
and Risks-Selection of Material, Author 
Contracts and Royalties, Inventories, Book 
Plates, Sales and Subscriptions, Income from 
Advertising, Printing; Accounting and Oper- 
ating Controls (treating each of the above 
Special Problems and Risks); Conclusion. 

A somewhat longer chapter, dealing with 
Public Utilities, presents the subject matter 
under these headings: Electric; Gas: Tele- 
phone; Problems and Risks; Utility Regula- 
tion; Accounting, Internal Control, and In- 
ternal Auditing Problems. Under the latter 
subdivision are considered: Customers’ Ac- 
counting; Commercial Accounts: Deposits: 
Rates and Metering; Cash Receipts; Unpaid 
Accounts; Proof of Billing; Coin Telephone 
Collections; Distribution of Line Agree- 
ments; Materials and Supplies ; Coal: Rights 
of Way; Franchises and Real Estate; Prop- 
erty and Plant; Salvage Materials 

The internal auditing procedures reported 
in the various chapters of the book are pre- 
sented in sufficient detail to be of value to 
accountants unfamiliar with the particular in- 
dustries. Public accountants whose practice 
embraces one or more of the fields covered 
will find the bock useful in appraising the 
methods of internal auditing and internal 
control employed by clients. Further, the 
methods followed in particular industries will 
undoubtedly suggest possibilities of adapta- 
tion to others. 

The book should have wide appeal to public 
accountants. 

Leo ROSENBLUM 


The School of Business and 
Civic Administration 
The City College of New York 


















r and 


-eader 
- and 
- han- 
prop- 
erred 
“with 
erage 
work 
ity of 


> and 
2udit- 
these 
blems 
uthor 
Book 
from 
per- 
above 
1sion. 
with 
latter 
Tele- 
gula- 


1 In- 


Isits 
npaid 
hone 
gree- 
ights 
> rop- 


orted 
pre- 
1e to 
ir in- 
ictice 
vered 
r the 
ernal 
_ the 
> will 
apta- 


ublic 


IM 


p> 208 












da 


The UNDERWOOD SUNDSTRAND 
Automatic Accounting Machine 








YOU SAVE TIME 


omcalically -** AND MONEY!” 


fast, easy Operation plus automatic machine 
action... that’s why you’ll save time with an 
Underwood Sundstrand Accounting Machine. 


This machine actually assumes the burden of 
work. Operators merely enter the figures ona 
simple, compact 10-key keyboard. The ma- 
thine instantly goes to work .. . it automati- 
tally computes and it automatically prints the 
counting results you need. 


nd, you never saw a more versatile machine. 

fou can switch from Accounts Receivable to 

ccounts Payable... or from Payroll to Stock 

ecords, merely by changing a single control 
plate... . just a matter of seconds. 


THE UNDERWOOD SUNDSTRAND 
10-KEY KEYBOARD 

All keys are grouped under the 

finger tips of one hand... opera- 

tion is so simple... your em- 

ployees develop speed after a few 

minutes’ practice. 
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nderwood Corporation 


ccounting Machines . . . Adding Machines . . 
Typewriters ... Carbon Paper... Ribbons 
ne Park Avenue New York 16, N. Y. 
Underwood Limited, 135 Victoria St., 
| Toronto 1, Canada 


Sales and Service Everywhere ©1950 


Here are just a few reasons why Underwood 
Sundstrand will speed-up your accounting work: 


it AUTOMATICALLY prints dates and descriptive 
symbols. 

selects the charge or credit 
column. 

computes and prints balances. 
provides the total of all post- 
ings. 

it AUTOMATICALLY furnishes proof of accuracy. 
Scores of businesses, large and small, are 
switching to Underwood Sundstrand for 
worthwhile savings. 


it AUTOMATICALLY 


it AUTOMATICALLY 
it AUTOMATICALLY 


For detailed information mail the coupon today. wZ 

sth 

pe eenwanaeseesoenaeneanaaeneassessasesesere UNDERWOOD 
ENSUES 
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Underwood Corporation 

One Park Avenue, New York 16, N. Y. 

Please send me new illustrated folder describ- 

ing the time- and money-saving advantages of 

Underwood Sundstrand Accounting Machines. 


NYCPA-6-50 
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“Theres nothing those machines of ours wor't do” 


YES, MACHINES can be made to do almost 
everything. But even the largest and cost- 
liest mechanical marvels can’t replace ex- 
perienced people who know your business, 
your customers, your policies, 

Increased volume in your accounting de- 
partment needn’t require big machines and 
highly trained operators. Your own peo- 
ple, given the proper tools, can keep your 
records up-to-date and supply you with 
prompt, comprehensive reports. 

That is why many firms are turning to 
inexpensive, flexible McBee systems, 





THOUSANOS HUNOREOS ENS 


With McBee Keysort, your staff can report 
to you daily, and at less cost than any other 
method... 
1. What is and is not being sold. 
2. What’s on hand ; howlong it’s been there. 
3. What must be bought or made... when. 
Leading executives in almost every kind of 
business are relying more and more on 
McBee to save time, money, work, worry. 
That’s why McBee sales have multiplied 
sixfold in a few years. 
Want more information? Ask the McBee 
man near you to drop in. Or write us. 
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= The magic McBee Keysorf card. 
O- 1; When notched, the pre-coded holes 
along the edges make this card me- 
chanically articulate. They make it 
easy to collect a wealth of data... 
classify it... file it... find it... 
use it .. . quickly and accurately. 











McBEE COMPANY 


Sole Manufacturer of Keysort, 
The Marginally Punched Card. 
295 Madison Ave., New York. Offices in 
principal cities. McBee Co., Ltd., 11 
Bermondsey Rd., Toronto.13, Ontario. 
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